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Joseph Edmund Sterrett 


A heavy blow has befallen accountancy, accountants and an 
innumerable company of friends both within and without the 
profession. Joseph Edmund Sterrett finished his work, as it is 
given to few of us to finish,and has gonehome. He lived a life full 
of accomplishment, and at the end he could have looked back, 
had he been one given to self-satisfaction, with a sense of complete- 
ness, of something done. He was so remarkable a man that 
accountancy will not look upon his like again. Probably in every 
vocation there are a few outstanding characters whose departure 
will impoverish permanently their field of effort; but it is seldom 
indeed that any man can so have rounded out his career as to be 
able to say at the close, ‘‘I have finished my work.” If any ac- 
countant in the world could have uttered that proud boast it 
would have been he who now is gone. 

He began his professional career in early manhood and he 
clung to it in spite of many alluring temptations to undertake 
other tasks, some of them much more remunerative. To the end 
of his life he himself would have said he was an accountant first 
and last. But that would not have been quite true. I like to 
think of him as friend first and accountant second. His fellow 
men will remember him as one who accomplished great things for 
his country and for international comity. His friends—a great 
host—remember him as a champion of righteousness, an apostle 
of ethical principle and, above all, a friend who was never too busy, 
in spite of his important duties, to hear and to consider and when- 
ever possible to help those who called upon him. 
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He was a fine accountant, with a vision and a breadth of com- 
prehension which overshadowed petty details. His tact was 
almost unparalleled. In countless instances he was the settler 
of differences, the adjuster of wrong. 

To THE JOURNAL OF ACCOUNTANCY he bore a peculiarly close 
relationship. For many years he was chairman of the committee 
on publication, and to his work in that capacity is largely due what- 
ever excellence this magazine may have attained. He devoted 
much time to the quality of the literature of accountancy, because, 
as he himself said, he recognized that in the utterance, through 
magazine and book, of the best knowledge and the highest ideal- 
ism the whole profession would ultimately benefit. 

It is difficult to write of him analytically. I had known him 
intimately for twenty-five years, and never in all that time was 
there a single instance of anything but absolute readiness to do 
whatever was asked of him for accountancy. His kindliness as a 
friend was something to which I can not do justice. 

A few days before his death I sat beside his bed. He knew as 
well as the rest of us that the end probably was not far away. 
Yet he displayed all the vigor of interest which ever characterized 
him, and he spoke of the great future of accountancy and of the 
riches of accomplishment which are in store for his profession. 
There was not the slightest doubt in his mind that accountancy is 
only at the beginning of the road which will lead into a wider 
realm. 

It was typical of him that all who were associated with him 
loved him. With his acceptance of great tasks came prominence, 
but he never changed in heart. He valued friendship above 
everything. And so I lay this tribute at his grave. I know that 
many men who knew him will join in this expression of personal 
grief, in which there is mingled a sentiment of gratitude for what 
he did and what he was. —A. P. R. 
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EDITORIAL 


While everyone is talking about the 
question of offering all government con- 
tracts to public bidding, there is a 
tendency to regard the award of contracts after submission of 
bids as a panacea for all ills. But the truth of the matter is that 
this supposedly desirable plan has many weak points, and it 
would be well to bear these in mind. It is true that in almost 
every call for bids there is a provision to the effect that the 
government may reject the lowest bid if there be any indication 
that the bidder may be incompetent to carry out the terms of the 
contract in a satisfactory manner. Nevertheless, the history of 
bidding shows that in most cases the lowest bidder is given the 
order for the work. Of course, if all bidders were equally able 
to perform the work and if all were equally honest, there could 
not be much valid objection to the acceptance of the lowest bid; 
but such conditions do not exist, except in rare instances. Asa 
rule the bidder who offers to undertake a contract at the lowest 
price is either sacrificing all probability of profit or is ignorant of 
the costs which will be involved. In a recent case of which we 
have knowledge the bids for a certain work ranged from $8,800. 
to $16,400. There were twenty bids and most of them were made 
by well-known concerns which might be presumed to have a 
knowledge of costs. Their prices were almost all within a narrow 
range of the highest. The lowest bid was accepted. Now, it fol- 
lows as a logical consequence that either the higher bidders were 
expecting to make an unholy profit or the lower bidders did not 
know what they were about. In all probability the highest 
bidders were too high, but it is inconceivable that all of them were 
misled in their estimation of costs. If these bidders were reason- 
ably accurate in their estimates, the lowest bidders, even if their 
overhead expenses were less, could not possibly have produced the 
articles concerned without a loss—a substantial loss. This is 
unfair in every way, because it means that either the lowest 
bidder must honestly carry out his contract and assume the burden 
of loss or he will be tempted to adopt means to reduce costs 
at the expense of the government. As a general rule, it may be 
safely considered that established firms of high standing would not 
bid at all, knowing that there would be keen competition, unless 
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they felt that they could undertake the work and procure for 
themselves a fair profit. They would not waste time in bidding 
prices which would entail outrageous profits, because they would 
know that there would be many lower bids. 


The whole question of bidding has 
been misrepresented because of a nat- 
ural and perhaps laudable desire to 
obtain prices which would prevent any excess profits. Many 
private enterprises call for bids for work of various sorts, but it is 
not the custom to accept bids solely because of low rates. The 
private concern understands something of the costs involved, is 
willing to permit the contractor to obtain a reasonable profit and, 
therefore, accepts the bid which seems to offer not only a moder- 
ate price but good assurance of satisfactory work. Every ac- 
countant knows how foolish is the plan of calling for bids for pro- 
fessional work. The same fallacies are inherent in all bidding. 
One party or the other is almost certain to lose, and business 
conducted at a loss to either participant is not good business. It 
sets a premium upon inefficient work and upon devious methods 
of evading obligation. In such matters as that of air mail trans- 
portation, how absurd it would be to accept bids from concerns 
which were not equipped to render efficient service. Perhaps in 
the past excessive profits were made by contractors, but the work 
was certainly well done. The loss of life was happily small and 
the public had learned to have confidence in the delivery of letters 
sent through the air. If some small and ambitious contractors 
had been awarded the contracts at a much less price it does not 
seem probable that the air mail would have developed with such 
enormous rapidity. We are not concerned with allegations of 
collusion in the award of contracts. The point in which all 
accountants are interested is the soundness or unsoundness of the 
principle of competitive bidding. 


Ability More Important 
than Price 


It would be ideal if the award of all 
government work could be entirely 
divorced from politics. If we had a sort 
of commission government, nationally, consisting of men in whom 
we had complete faith, they would be able to buy in the best 
market at a fair price and the whole country would be benefited 
thereby. The trouble with the propaganda in favor of competi- 
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tive bidding is that it presents only one side of the question. It 
would be much better if we had men in authority in whom the 
country would have sufficient confidence to permit them to buy 
where, when and how they thought best. In one of the great 
European cities there is a commission of three men who have no 
official title or authority. They act in an advisory capacity and 
yet in effect they have the power to permit and to forbid pur- 
chase. They are men who represent the highest standards of 
business and professional morality. If the city wishes to obtain 
a new building or other municipal asset, bids may be invited, 
but the triumvirate is not solely governed by the prices quoted. 
If even the city council, swayed partly by politics, wishes 
to embark upon some new and expensive venture, these three men 
can approve or reject, and their word prevails. Asa consequence 
this great city has been well governed, its affairs have been hon- 
estly administered and there has been practically no waste of the 
public’smoney. Nearly every guilder has bought a guilder’s worth. 
What has been done in Amsterdam could be done in all our cities 
and states and even in the nation itself. But we are so hampered 
by fear of political crookedness that we overlook the potentialities 
of administering the government business in a business-like way. 


The semi-annual meeting of the coun- 
cil of the American Institute of 
Accountants was held April 9th, and 
approximately forty members of council and chairmen of 
committees were present. The tone of the meeting was worthy 
of general consideration. There was manifest a distinct appreci- 
ation of the important developments which are taking place 
daily in the practice of the profession. Perhaps the most notable 
aspect of speeches was the emphasis laid upon the paramount 
necessity of making the most of the opportunities which are 
before the profession. It was the unanimous feeling that account- 
ancy has today before it an open gate through which it may 
enter into a region of far greater usefulness than ever before. It 
was highly significant that the members of council and others 
present were imbued with a serious willingness to accept addi- 
tional burdens which are about to be assumed. There is no 
doubt whatever that a number of factors wil! work together to 
increase the prestige and the accomplishments of professional 
accountancy if accountants themselves do not fail to grasp the 
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true significance of the present time. If they fail, the future of 
the profession will be dark indeed, and we shall be confronted by 
a bureaucratic control of accounting without the protection of 
professional independence. The innumerable codes which have 
been adopted or are under consideration for the regulation of 
business and industry, the new laws which are being passed with 
startling rapidity for the control of activities which have always 
been considered purely individual in the past, the various im- 
plications and results of the so-called ‘“‘new deal,” whether it 
continue or not—all these are of vital consequence to business 
generally and to accountancy perhaps as much as to any other 
department of modern life. Fortunately the profession has now 
advanced to a point at which it is competent to render the service 
to the public which it is being asked to render. Had the extraor- 
dinary demand of today occurred twenty-five years ago the 
profession would probably have been unable to cope with it. 
But accountancy has grown in spite of depression. The equip- 
ment of its personnel is infinitely more than it was, and if ac- 
countancy does not become what its protagonists hope, it will be 
solely due to error or omission on the part of its practitioners. 


One of the most gratifying accomplish- 
ments of the national recovery adminis- 
tration is the code of fair competition 
for investment bankers approved on March 23rd of this year. 
This code was under discussion for a long time. It was recog- 
nized by investment bankers themselves that the time had come 
when there must be substantial improvement in the conduct of 
that vitally important business. The American Institute of 
Accountants through an appointed committee was called into 
consultation by the investment bankers, and recommendations 
of far-reaching nature were offered by the accountants. In the 
code, as finally promulgated, there is evidence of the advice and 
suggestions made by the Institute’s representatives. There had 
been so much misunderstanding of the true financial condition 
of corporations whose securities were offered for public sale that 
it was imperative that there should be rules and regulations 
which would make it reasonably sure that the statements pre- 
sented in support of attempted flotation of securities should be so 
clear that even an uninformed potential investor might be able 
to obtain knowledge upon which to base his determination to 
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buy or not to buy the offered securities. In article IV, section I, 
appear certain rules which reflect the best thought of professional 
accountancy. Such complex questions as degree of ownership, 
profit or loss of a non-recurring nature, valuation of assets 
and liabilities of foreign subsidiaries and others are admirably 
handled. We select the following paragraphs for purposes of 
illustration: 


‘‘(b) Annual financial statements.—To cause for each fiscal 
year to be prepared by independent public or certified account- 
ants, an income statement, surplus statement and summary of 
changes in reserves for such fiscal year, and a balance-sheet as of 
the end of such year of the issuer as a separate corporate entity 
and of each corporation in which it holds, directly or indirectly, a 
majority of the voting stock together with such further informa- 
tion as may be necessary to disclose all intercompany holdings and 
transactions; or, in lieu thereof, eliminating all intercompany 
transactions, a similar set of consolidated financial statements of 
the issuer, and any or all of its subsidiaries accompanied by finan- 
cial statements of the issuer as a separate entity and of any sub- 
sidiary not consolidated. 

‘“‘If any such consolidated statements exclude any subsidiary, 
(1) the caption shall indicate the degree of consolidation; (2) the 
income statement shall show, either in a footnote or otherwise, the 
issuer’s proportion of the difference between current earnings or 
losses and the dividends of such unconsolidated subsidiary for the 
period accounted for in such income statement; and (3) the 
balance-sheet shall show, in a footnote or otherwise, the extent to 
which the equity of the issuer in such subsidiary has been in- 
creased or diminished since the date of acquisition as a result of 
profits, losses and distributions. 

‘“‘Such statements shall show the existence of any default in 
interest or in sinking-fund or amortization payments and any 
arrears of any cumulative dividends of the issuer or of any sub- 
sidiary whether consolidated or unconsolidated. 

‘‘In case there are any substantial items of profit or loss of a 
non-recurring nature, such as those arising from the disposal of 
capital assets, they shall be expressly enumerated. If, for any 
reason, the examination of the accounts of any subsidiary shall 
have been made as of a date different from that of the issuer, that 
fact shall be stated, either in the certificate of the accountants or 
otherwise, together with a statement as to the extent of their 
examination of the interim transactions. In so far as practicable 
the examination of the accounts of each subsidiary shall be made 
by or under the supervision of the same accountants who ex- 
amined the accounts of the issuer, but if the accounts of any 
subsidiary included in any consolidated statement are examined 
by public or certified accountants other than the accountants who 
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examined the accounts of the issuer, such fact shall be noted in the 
certificate of the latter. If a consolidated balance-sheet includes 
assets and liabilities of foreign subsidiaries, the percentage of 
total assets and liabilities included which represent the aggregate 
assets and liabilities of all such foreign subsidiaries shall be noted 
on the balance-sheet. The accountant’s certificates shall state 
the basis on which the accounts of foreign subsidiaries are included 
in the consolidation and there shall be set forth in the certificate 
or in an appended certificate any substantial differences in ac- 
counting practice employed by the foreign subsidiary or sub- 
sidiaries in so far as such differences shall be known to the certi- 
fying accountant. 

“Every balance-sheet prepared in accordance with the above 
shall disclose the basis used to compute the figures at which the 
principal asset items are carried thereon. Where any liability of 
the issuer is secured on any assets of the issuer, the balance-sheet 
shall show that such liability is secured, and if the security 
consists in whole or in part of current assets it shall show such 
fact and the general nature of such current assets. Any contin- 
gent liabilities, not expressly shown on the balance-sheet, shall be 
shown in a footnote in so far as good accounting practice may 
require.” 

“‘(d) Stock dividends.—Not itself, and not to permit any sub- 
sidiary, directly or indirectly controlled, to take up as income 
stock dividends received at an amount greater than that charged 
against earnings, earned surplus, or both of them, by the com- 
pany paying such stock dividend.” 

‘“‘(e) Surplus of subsidiaries.—Not to treat earned surplus of a 
subsidiary created prior to acquisition of such subsidiary as a part 
of earned consolidated surplus of the issuer and of its subsidiaries, 
and not to credit any dividends declared out of such surplus of the 
subsidiary to the income account of the issuer or of any other 
subsidiary.” 

‘“‘(g) Accounting changes.—Not to make any material change 
in depreciation rates or policies or in accounting principles or in 
their application without describing such change in the next 
succeeding published balance-sheet.”’ 


Effective Efforts of The effective aid given by accountants 
Ammann in preparing the investment bankers 

, code is an earnest of what can be done 

in many other departments of financial and industrial activity. 
If every code were equally explicit in the very important matter 
of accounting records and statements it would do much to usher 
in the better day which is the hope of the national recovery ad- 
ministration. There is, of course a wide difference of opinion as 
to the whole scheme of controlled industry. It may succeed, 
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and it is at least equally liable to fail; but, at any rate, the codes 
adopted or even only discussed afford a chance for codéperation 
and their results will probably endure for some time to come. 
The difficulty is that many codes which have been adopted 
glance only casually at the accounting problems. Such codes, 
we believe, are destined to accomplish nothing permanently 
helpful. The work done by representatives of the American 
Institute of Accountants in the case of the investment bankers’ 
code deserves the highest commendation of the entire financial 
world. 


An eminently desirable bill (H. R. 6038) 
introduced in the national house of 
representatives during the first session of the present congress is 
still in the hands of a committee, and it seems improbable at the 
date of writing these notes that the bill will be reported before 
adjournment. The bill, however, is remarkable in many ways 
and it is earnestly to be hoped that sooner or later some- 
thing of the kind will become law. It is rumored that this bill 
has the support of the administration; consequently there may 
be some hope that ultimately it will be enacted. It provides 
for the establishment and maintenance of a standard system of 
cost accounting and cost reports for all the executive departments 
of the United States. The bill is practically unique inasmuch as 
it calls for the introduction of sound accounting principles where 
such principles are most sadly needed. There has always been 
much criticism of the conduct of governmental departments, 
and it has been alleged that the country really does not know 
the cost of operating the great business which we vaguely call 
“the government.” In these days of seeking after reformation, 
it is an encouraging sign that such a bill as that introduced by 
Mr. Shannon should have been introduced at all. It is evident 
that the bill was drafted by someone who understood the vital 
principles of cost accounts. The section describing what must 
be included in overhead expense is especially noteworthy. It 
reads as follows: 


The Shannon Bill 


‘‘(a) Expenditures applicable to and necessary in connection 
with any work or operation undertaken or any article or thing 
produced, and not properly chargeable to ‘direct labor,’ ‘direct 
material,’ or ‘direct expenses,’ and which are allocable to two or 
more simultaneous or successive projects within an accounting 
period, including supervision, indirect labor (such as factory 
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trucking, cleaning, inspection and other labor, the cost of which 
is not included in other overhead items); supplies (such as oils, 
waste, cleaning, hardening, tempering, and grinding supplies) ; 
fuel used, other than in the production of light, heat, and power; 
small tools (such as drills, files, reamers and saw blades); water; 
repairs to buildings, machinery and equipment; insurance; de- 
preciation and obsolescence of plant and equipment; light, heat, 
and power, including fuel and power-house wages; engineering 
plans and drawings; factory management and general plant 
expense (such as telephone, stationery, purchasing department, 
cost and time-keeping departments, safety work, fire prevention, 
sanitary supplies); and property taxes: provided, that the fore- 
going enumeration of specific items and advisory illustrations 
shall not be held to exclude such other items as are properly 
chargeable to overhead expense in accordance with prevailing and 
generally accepted accounting practice in private industry.” 


Then follows a definition of administra- 
Overhead Expense : ie 

Defined tive expense, and provision is made for 

the fair distribution of expense involved 

on two or more simultaneous projects. At various points 

throughout the bill it is provided that computations shall be 

made in accordance with bases commonly accepted and followed 

in private industry. For example, section three provides as 
follows: 


“Every executive department, independent establishment, 
office, and bureau of the United States or under their respective 
direction and control, shall promptly prepare upon the completion 
of a project and keep a report of cost in accordance with the 
uniform cost accounting system herein required, which shall 
clearly show the charges made for each of such items of cost, and 
if such cost includes the amounts for overhead expenses allocable 
to more than one project, shall set forth the basis on which alloca- 
tion was made. Whenever and wherever any item or items of 
cost customarily incurred by private industry (such as insurance, 
compensation to employees for accidents and diseases arising out 
of industrial employment, taxes, licences, performance bonds and 
penalties), are not included in cost as herein required to be deter- 
mined and reported because no expenditure therefor was made, 
such item or items shall be fully and clearly disclosed in each such 
report of cost.” 


This bill if enacted will permit a proper 
comparison of the costs of production 
with the costs which would be incurred 
by private bidders. We hope sincerely that the administration 
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will lend its weight to the support of the Shannon measure. 
There has been far too much ignorance of production costs in all 
departments of the government and, as a consequence, private 
enterprise has been severely handicapped by governmental 
competition. There is no reason at all why costs which must be 
incurred by every contractor whether private or governmental 
should not be taken into consideration in the allocation of work. 
If this principle had been followed in the past it is certain that 
many private companies which have been excluded from activity 
on governmental contracts would have been awarded the work. 
The government, naturally, occupies a singularly fortunate posi- 
tion, because there has been no analysis of government costs 
worthy of the name; whereas private enterprise has been subject 
to the laws of sound economics. We are told that it is the inten- 
tion of the government that private enterprise shall be stimulated 
in every reasonable way, and yet for many years there has been 
a lack of knowledge of governmental costs which has adversely 
affected the interests of many bidders. Furthermore, if the 
costs are concealed as they have often been, there is no way 
of knowing what it is actually costing the government to produce 
any work which may be in hand. Probably if the true costs 
were known it would be found that the government has been 
paying to its various agencies prices for work which are far 
higher than they would have been if the work had been given to 
private enterprise. And if the accounts of the government had 
been kept upon a proper basis it would have been possible to allot 
governmental contracts where they could be most competently 
and cheaply carried out. From every point of view it is much to 
be desired that reform in the accounting of government depart- 
ments be expedited. Certainly every accountant in the country 
would welcome the introduction of accounting methods in the 
government, and business as a whole would be greatly benefited. 
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Ice-Cream Manufacturers’ Accounts 
By IRVEN G. BITTLE 


If one should ask all the men, women and children in the United 
States to name their favorite dessert, probably 90 per cent. of the 
replies would favor ice cream in one of its various forms. Not 
only is it a food generally liked by everybody, but it is safe to say 
that we eat more ice cream in proportion to our population than 
does any other nation. 

Tremendous advances in the standards of manufacture and 
distribution, as well as in the quality of ice cream, have been 
brought about by the organization of the industry. The time 
has now passed when the inclusion of vegetable fats in place of 
cream and the use of various fillers instead of clean, wholesome 
dairy products was common practice. This change in the method 
of manufacture has been brought about chiefly because the larger 
dealers recognize that it is sound business policy to sell high grade 
products and partly because of legislation and the watchfulness 
of food inspectors from the city health departments and the regu- 
latory commissions of the various states. 

The constant rise in the standards of cleanliness and wholesome- 
ness in the dairy industry has been one of the greatest helps in 
raising the standards of the ice-cream industry. Another im- 
portant reason for the rise in ice-cream standards is that the manu- 
facture of the product has gradually passed into the hands of 
larger manufacturers who are in a position to invest in modern 
machinery and to provide the sanitary surroundings necessary for 
the preparation of high grade products. There is still however 
sufficient competition in the industry to assure reasonable prices 
to the consumer. 

During the past decade the industry has made rapid progress 
toward becoming one of the leading industries in the food-prod- 
ucts field. This is due principally to the mergers that have been 
sweeping this country and to the financial assistance given by 
responsible bankers. The individual manufacturer and the ad- 
ministrative officers of the smaller companies were compelled to 
resort to all available methods of obtaining the necessary capital 
to finance their respective enterprises, and as a result the addi- 
tional expense occasioned by interest charges and financing costs 
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made it doubtful whether or not the proprietors and stockholders 
would receive any return on their investments. In view of this 
condition, the offers of larger companies to purchase the business 
and enter into an employment contract with the operators of the 
smaller businesses were acceptable. 

Another disturbing element to the small producers in recent 
years was the necessity of obtaining sufficient capital to provide 
for the installation of mechanical or iceless cabinets, which the 
larger companies were installing in place of the former wooden 
ice and salt cabinets. 

The consolidation of the smaller companies also effected 
economies in the distribution of product, by consolidating routes, 
thus permitting the dispatching of one truck with a 100 per cent. 
load whereas formerly there were several competitive trucks 
partly loaded, covering practically the same territory. 

The combining of several smaller companies into one unit also 
made possible the operation of one modern plant at full capacity 
and thus resulted in a reduction of overhead costs. 

The manufacturing processes may be segregated into two dis- 
tinct sub-divisions or departments: first, the manufacture of the 
product itself and, secondly, the manufacture and maintenance of 
the refrigeration plant for the proper handling and storage of the 
finished product. The following table presents the various opera- 
tions in the manufacture of the product and the maintenance of 
the refrigeration system: 


Ice-cream Manufacture Refrigerants 
Receiving room Power 
Mixing and pasteurizing Steam 
Homogenizing Refrigeration 
Cooling Ice manufacturing 


Flavor room 
Freezing room 
Hardening room 
Laboratory 

Can washing 


Upon receipt of the milk from the shipper, adequate samples are 
extracted from each shipment by one of the chemists in the 
laboratory, in order to determine the quality and flavor, butter 
fat percentage, bacteria count and other vital information neces- 
sary in order to determine the basis upon which payment shall 
be made for the milk and further to ascertain whether or not the 
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raw materials satisfy the requirements of the regulatory com- 
mission of the particular state. The butter-fat percentage is one 
of the most important features in the manufacture of the product 
and has been the subject of legislation in many states. The 
legal standards for some of the states, showing the minimum 


butter-fat percentage are as follows: 
Plain ice cream 


State Milk fat Gelatin 

SN a a. asset Moana ior asaheesice Coda 10% No maximum 

re ee see ree 8% No maximum 
6d 5 na Tne he iain Puce wane 8% 0.5% 
RS ae eee geet 8% 1.0% 
Pe ere ee eee ee 10% 0.6% 
eC eT ee ee 12% 0.5% 
INE 5, 5,3. 0iarrecdva aeaain tb mpdnvaii 14% 0.2% 
== —— 


The milk products, with sugar, gelatin and egg products, are 
placed in the mixing vat in their proper proportion and the entire 
content of the vat is then pasteurized. The purpose of pasteur- 
ization is to destroy bacteria without materially reducing food 
properties. The regulatory commissions of the various states 
prescribe that the entire ice-cream mix, with or without flavor or 
color, shall be pasteurized and the process in itself is defined as 
heating the ice-cream mix to a temperature of not less than 145° 
Fahrenheit and holding it at that temperature for not less than 
thirty minutes. After pasteurization the mix shall be cooled to 
at least 40° Fahrenheit and held at that temperature until frozen. 
It is, therefore, necessary that all vats and other pasteurizing 
equipment shall be equipped with recording and indicating 
thermometers of a type approved by the state regulatory officers. 
Another important provision which some commissions require 
is that a recording thermometer record of each batch pasteurized 
shall be kept on file for at least three months. 

The quality of the product of one manufacturer as compared 
with that of another differs according to the variations in the 
composition of the mix. There is no standard formula, but the 
following table presents a general idea of the chemical combina- 
tion of ice cream expressed in percentages: 





RE Eee oe et arte aoe AAR 12% 
II signs 5 shorn oie 0 ise wre nalaine ee elooes dae 11% 
MIEN: =. oS os eee cweslecswacteas 17% 
ee. eine WAG a code sea ci kis ean wena 60% 

MC Locabegascecenssseatssbveiecenesnans 100% 
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After the mix has been pasteurized and homogenized, which 
usually takes about two hours, it is forced through a cooler and 
the temperature is reduced to approximately 35° Fahrenheit. 
The length of time necessary to cool a batch is from five to ten 
minutes, and the mix is then pumped into the storage tanks in the 
aging room. These tanks vary in size from 50 to 5,000 gallons in 
accordance with the production requirements of the plant and are 
used to store the mix until it is required in the freezing tanks. 
The storage tanks, while not a necessary part of the manufactur- 
ing, permit of full time operation of the freezers, since the mix is 
always prepared and ready to run into the freezers as require- 
ments demand. Tests are made from time to time of the mix 
in the storage tanks in order that defects may be corrected and 
the product standardized before it is completed for commercial 
purposes. 

Upon receipt of orders from the production department for 
future requirements as to flavors needed, sizes of cans and cuts of 
brick, the mix is run through sanitary piping into the freezing 
tanks and the flavor is added. The entire mass is then frozen to 
the consistency of mush, at a temperature of 22° Fahrenheit. 
This process usually requires from five to seven minutes. The 
mix is also ‘‘whipped”’ simultaneously with the freezing process 
in order to obtain the desired overrun. The percentage of over- 
run depends upon public taste. In the eastern part of the United 
States the percentage usually varies from 70 to 100 per cent., 
whereas in the western part it ranges from 100 to 130 per cent. 
It is apparent that the higher the percentage of overrun the lower 
the butter-fat content will be, since the whipping process is 
merely forcing air into the mix. Another factor affecting the per- 
centage of overrun is the sale price of the finished article, since 
the butter-fat solids represent the largest element of cost. This 
can be demonstrated by a comparison of the results of two manu- 
facturers adhering to the same sale price where overruns of say 
70 and 110 per cent. are used. The same ratios will necessarily 
prevail with respect to the composition of the mix so that the 
manufacturing costs will be identical on a given quantity of 
material while the quantity of salable ice cream produced will be 
greater in the one case to the extent of the excess overrun. 

After the completion of the freezing process the mix is no longer 
in liquid form. It has been whipped into a pliable state which 
facilitates pumping into cans or moulds in the hardening room. 
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Upon being received in the hardening room in eight quart moulds 
and cans ranging from ten to twenty quarts, the product is ex- 
posed to a temperature of 20° below zero for a period of about 
twelve hours and is then ready for either the brick-cutting room 
or the delivery platform. 

In the brick-cutting room the ice cream is removed from the 
moulds by applying warm water to the outside surface of the con- 
tainer and is then placed in a cutting machine and cut into the 
desired number of portions to the quart. After the pieces have 
been cut, they are conveyed to employees seated at the other 
end of the machine who wrap the individual cuts in paper and 
place them in waxed containers of one quart for delivery. 

The total time necessary to complete a batch of ice cream from 
the raw material state to the finished article depends upon the 
type of machinery used and the efficiency of the operators. It is 
obvious that modern machinery, operated by skilled labor, will 
produce a better product in a shorter period of time than will 
antiquated machinery operated by inefficient employees. How- 
ever, various tests have been made under different conditions in 
order to include all contingencies and it has been determined that 
a fair average time for complete manufacturing is approximately 
twenty-four hours. In extraordinary circumstances the product 
could be manufactured in less time, but this would be expensive 
and to delay more than twenty-four hours would detract from the 
“freshness”’ of the article. The quality of the finished article is 
dependent upon the ingredients used in its manufacture, and it 
therefore follows that the faster the manufacturing process the 
fresher the milk used will be. An ideal operating condition would 
be one in which it was possible to purchase only sufficient milk 
for each day’s requirements, so that it would be unnecessary to 
hold over any raw milk or finished product beyond the succeeding 
day’s requirements. 


DISTRIBUTION 


The successful distribution of the product is contingent upon 
the proper codrdination between the sales department and the 
delivery department. The sales department is under the direct 
supervision of the sales manager and is divided functionally into 
selling, advertising and cabinet installation. The department is 
charged with the responsibility of obtaining new customers, ad- 
justing complaints of present customers, following out the adver- 
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tising policies and coéperating with the transportation depart- 
ment in the installation and service of cabinets. 

The transportation department, under a delivery superintend- 
ent, is responsible for the housing and maintenance of trucks, 
horses and wagons and furnishes the delivery department with 
equipment as required. 

The delivery department is responsible for the actual delivery 
of the product to customers and is under the direct supervision of 
a superintendent. 

The type of vehicle used in the distribution of the product is 
largely dependent upon the territory, the distance between stops 
and the condition of the streets and highways. In the more 
densely populated cities, the necessity for numerous stops within 
a comparatively small area makes it more practical and eco- 
nomical to use the horse and wagon for delivery, whereas it has 
recently been proven that the use of the automobile truck for 
suburban delivery speeds up the service and also permits a larger 
area to be served, thus increasing the volume of sales. Still 
another factor in favor of the automobile truck is the marked im- 
provement in road construction and the growth of the ice-cream 
industry has for this reason been coextensive with the good road 
facilities of a territory. In the east and on the Pacific coast, 
trucking to adjacent cities comprises a large percentage of the 
total sales. On the other hand, ice-cream manufacturers in 
the middle west, Rocky mountain and southern states dis- 
tribute ice cream to their ‘‘interurban trade’”’ largely by railway 
express. However, even in these territories there is shipping by 
truck. 

To obtain new business the solicitors and sales representatives 
of the various companies are constantly granting special conces- 
sions to prospective customers in the nature of volume rebates, 
credit terms, more frequent deliveries and cabinet service. This 
condition has been brought about more through the attempt to 
gain absolute control of a territory by one company rather than 
through increased quality of one manufacturer’s product over 
that of another. The business was formerly conducted on a cash 
basis, but, due to the development of the industry and competi- 
tion, it became necessary for the manufacturer to extend credit 
for a weekly period, at first, and gradually to increase the time, 
so that at present the manufacturers are extending credits for 
thirty days and even longer. 
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The ice-cream market is dependent upon three main factors, 
namely the population of an area, the climatic conditions and the 
raw milk supply. It is only natural to assume that the larger the 
population the greater the consumption will be, provided climatic 
conditions are favorable. Sales have been materially favored in 
recent years by modern inventions and the rise in our standards of 
living. Since our clothing is warm and our houses so comfort- 
ably heated it does not make us cold to eat frozen dainties even 
in the middle of winter. The ice-cream industry acts asa balance 
wheel for the entire dairy industry, since approximately 65 per 
cent. of the total yearly production occurs during the months of 
May, June, July and August, which is the season when the cows 
are at pasture and produce a larger quantity of milk. It seems 
logical that the ice-cream industry, in absorbing the increased 
production during these summer months, helps to stabilize the 
price of milk by avoiding a surplus which is generally the cause of 
any break in price. 

The United States and Canada consume more ice cream than 
any other countries, but foreign countries are gradually acquiring 
a liking for the product and the development of the foreign mar- 
kets should be an incentive for the European manufacturers and 
investment bankers. The manufacturers in this country would 
not benefit by the development of the industry in foreign coun- 
tries, since it would be too expensive a project to attempt to 
manufacture for export purposes. For this reason the manufac- 
turers, with few exceptions, have not endeavored to influence the 
production in foreign countries but have been content to develop 
the business at home. The question of refrigeration would pre- 
sent itself as one of vital importance in the exportation of the 
product and for this reason it would hardly be practicable to 
manufacture for export. 

There has been a decided change in the method of distribution 
in recent years, which has materially benefited the dealer as well 
as the manufacturer. The product was originally sold in bulk 
form in cans ranging from eight to twenty quarts, and the dealer 
was obliged to ‘‘dip”’ from the cans into one or two-quart con- 
tainers according to the demands of the consumer. The recent 
tendency has been toward the adoption of what is termed ‘brick 
ice cream”’ which is produced by the manufacturer in package 
form in units of a quart. This has eliminated the necessity 
for ‘“‘dipping’’ and has been a benefit to the retailer as he is no 
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longer confronted with losses formerly sustained as a result of 
dipping. 

The actual distribution by the manufacturer to the dealer was 
originally effected by the use of cans, completely enclosed in a 
mixture of cracked ice and rock salt, placed in a wooden tub. 
This method was very expensive since it required that all trucks 
carry sufficient cracked ice and salt, not only for refrigeration 
while en route, but also for the customers’ cabinets. In addition, 
the constant melting of the ice had a telling effect upon the life of 
the vehicle used for delivery and the equipment-maintenance 
costs were considerably in excess of present-day costs. Since the 
invention of modern refrigeration, the delivery trucks are 
equipped with refrigerated bodies, the dealers’ wooden cabinets 
have been replaced by mechanical cabinets, and it is no longer 
necessary for the manufacturer to supply ice and salt to the re- 
tailers. However, as an offset to the cost of ice and salt formerly 
used, which had to be purchased or manufactured by working 
capital, the manufacturer now has need for greater fixed capital 
for investment in the mechanical equipment. Another advance- 
ment in methods of refrigeration has been the invention of dry ice 
or solidified carbon dioxide, which is still in the experimental stage 
of development. It has served as an excellent refrigerant in ex- 
periments, but difficulties have been encountered which may be 
primarily attributable to lack of knowledge of how it should be 
used. The distribution of dry ice over the area to be refrigerated 
is of importance. The ice cream becomes too hard near the dry 
ice, but if properly applied it should remain in good condition for 
eighteen to twenty-four hours in insulated bags. A recent news- 
paper article states that ice is now being imported from the 
tropics. It is a product of carbon dioxide gas found in wells of 
the Tampico, Mexico, oil fields, flowing to the surface at a pres- 
sure of 1,000 pounds to the square inch. A New York concern 
has erected a factory there which solidifies the gas into ‘‘sub-zero”’ 
ice. It has a capacity of 40,000 pounds a day. Vessels with in- 
sulated chambers of cork board a foot thick will bring the ice to 
the United States. The bulletin of the navy department’s 
bureau of engineering called attention to this new accomplish- 
ment of science and industry today saying: ‘‘This paradox of 
bringing ‘ice’ from the tropics to the north is without precedent.” 

Delivery cost is the one division of expense which increases each 
year. It must be remembered that in the ice-cream industry 
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much of the selling effort can not properly be classed as selling 
expense but must be considered as delivery or customers’ service 
expense. A large portion of the increased cost is attributable to 
extra service rendered to obtain new business or to retain present 
customers. While it is true that an intelligent selling effort must 
be made, a close watch must be kept on the amount of free service 
that is given. This free service can quickly increase the total 
cost per gallon to the point where the additional business pro- 
cured actually costs the manufacturer more than he gains through 
the additional volume. 


FINANCIAL ACCOUNTING 


The financial records necessary for the recording of the trans- 
actions incident to the operation of an ice-cream business do not 
differ to any great extent from those of any other manufacturing 
enterprise. There are, of course, various detail records which are 
peculiar to the industry, but these records are maintained more for 
statistical purposes and for inspection by the health department 
than as a component part of the financial accounting records. 

The successful operation of any system necessitates the defini- 
tion of the responsibilities and functions of the various depart- 
ments on a recognized plan of organization. The organization 
chart shown on the following pageis submitted, showing graphically 
the departmentalization of the business to conform with the sys- 
tem and classification of accounts. The functions and responsi- 
bilities of the departments, so far as they affect the operation 
of the accounting system and insure the proper codrdination be- 
tween the accounting and the operating departments, are discussed 
in subsequent paragraphs. 

The accounting department is subdivided into the general and 
operating divisions under the general supervision of the treasurer. 
The former division has the responsibility of keeping the general 
or financial accounts, journal and accounts-payable vouchers and 
the preparation of financial and operating statements. The latter 
is charged with the keeping of the operating accounts, produc- 
tion, stores, costs and payrolls. The records to be maintained in 
the two departments are as follows: 


General department 
General ledger 
Voucher register and journal 
Cash receipts and disbursements 
Accounts-receivable ledgers 
Petty-cash book 
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Operating department 
Voucher distribution 
Stores ledger 
Plant ledger 
Deferred and fixed charge record 
Production and sales record 
Payroll 
Shop job record 

The general ledger is the backbone of any accounting system, 
since this is the record wherein the accumulation of all facts and 
figures from all departments of a business are finally recorded. 
The amounts should be classified in the order in which they appear 
in the balance-sheet and profit-and-loss account, so as to facili- 
tate, as far as possible, the preparation of monthly statements. 
The number of accounts should be kept at a minimum through 
the use of control accounts wherever practicable, in order that the 
preparation of the monthly trial balance may not entail an undue 
amount of time and labor. 

All entries affecting the general-ledger, financial or operating 
control accounts, other than cash entries, must be entered through 
the journal and voucher register, which operates as an accounts- 
payable register and journal. The columns should be arranged 
to provide for the segregation of accounts payable from general- 
ledger items, the distribution of both to control accounts being 
made in the appropriate columns or through the general-ledger 
column in accordance with the classification of the general-ledger 
accounts. 

A voucher jacket, showing the distribution of expenditures, 
should be prepared for all entries in this record and must be sup- 
ported by the original invoices covering the purchase, accom- 
panied by a copy of the purchase order and receiving report, all of 
which must be properly checked, signed and approved by the de- 
partment heads. After proper entry of purchase vouchers has 
been made in the purchase register, they are turned over to the 
treasurer for filing according to discount or payment dates. 

In the case of journal vouchers it is essential that a complete 
detailed explanation of each entry be made at the time the entry 
is prepared and this must be approved by the comptroller. 

Remittances of cash, cheques, money orders, etc., on account 
of accounts receivable, cash sales or other sources should be re- 
corded in the cash-receipts book and the book arranged to provide 
the necessary columns for the various sources of revenue. The 
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net amount of cash entered in the cashbook should be deposited 
daily in oneof thedepositories. Petty-cash purchases or payment 
of freight bills should not be made from daily receipts but paid 
upon properly approved authorization out of the imprest 
funds. 

The disbursement side of the cashbook contains the record of 
cheque payments and presents no problems. It is merely a record 
showing the date, number of the cheque (which should appear in 
chronological order), to whom drawn and the amount. Since all 
purchases and expense invoices are recorded in the voucher record, 
the only debit from the cash-disbursements book should be to 
accounts-payable control. 

An individual account should be maintained for each customer, 
showing the charges from the route delivery sheets and the pay- 
ments made on account, as shown by the supplementary cash 
report, supporting the entry in the general cashbook. By the use 
of posting machines the customers’ statements can be prepared in 
conjunction with the daily postings to the customers’ accounts 
so that the statements can be mailed as often as the credit terms 
warrant. 

An imprest fund is advisable for the payment of small expense 
bills and other disbursements of a minor nature. The amount of 
the fund should be governed by the bills which are to be paid and 
reimbursement can be made weekly or as often as requirements 
demand. 

To facilitate and provide for the proper distribution of cost of 
material and operation by departments, the installation of an op- 
erating ledger is recommended. This record eliminates numer- 
ous individual detail operating accounts from the general ledger 
and permits a more extensive use of controlling accounts. With 
the combination of the journal and the voucher register all dis- 
tributions can be included in the voucher distribution record, 
the monthly totals representing the postings to the operating 
ledger. Each department is provided with a separate distribu- 
tion sheet so that the cost of wages, materials and expenses can 
be readily analyzed to conform with the chart of organization and 
classification of the operating accounts. 

In the manufacturing division of the business it is essential that 
adequate material records and proper control of the physical 
stores and supplies be maintained. The lack of such control and 
proper information as to the amount of materials on hand pre- 
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vents the purchasing department from making advantageous pur- 
chases and functioning properly and usually results in unforeseen 
losses, to be absorbed in the profit-and-loss account, which may 
seriously affect the operating result for the period. From experi- 
ence it has been determined that the ratio of value of material to 
labor in the manufacture of ice cream is about 5 to 1, the cost of 
materials used representing approximately 50 per cent. of the total 
cost of sales. It is evident, therefore, that an efficient and ab- 
solute control of stores and production constitutes one of the most 
important functions of the manufacturing division. 

An adequate record of all classes of materials and supplies 
should be maintained. This record should show the date, 
voucher and order number, quantity price, and quantity and 
value of materials received and issued to date, the balance repre- 
senting the inventory which should be on hand at any given 
date. 

The purchase of all materials should be made through the pur- 
chasing department, upon properly authorized requisitions, 
except possibly where emergency purchases may be necessary. 
Upon receipt of the goods set forth on the purchase order, the re- 
ceiving clerk should prepare the receiving report showing the 
date, name of the shipper, quantity received and class of mer- 
chandise. 

As far as practicable, the storage of material and supplies 
should be centralized in the custody of a general storekeeper, who 
is responsible for the proper handling and distribution. The is- 
suance of all materials and supplies should be made on a stores 
requisition, properly prepared, so as to show the date, quantity 
and class of material required and the department which is to be 
charged. The requisition must be signed by a duly authorized 
employee and presented to the storekeeper as his receipt for de- 
livery of the goods. In certain departments where supplies are 
consumed daily without requisitioning, a monthly physical in- 
ventory must be taken and forwarded to the accounting depart- 
ment. All requisitions must be sent daily to the stores-ledger 
clerk, so that the materials issued may be properly accounted for 
in the stores ledger. In the case of departments using supplies 
for which no requisitions have been issued, the posting medium 
for the stores ledger will be the monthly inventory. 

The plant ledger should contain details of all items of property, 
plant and equipment and should show the following information. 
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. Voucher number 

. Date purchased 

Description of asset 

Cost 

. Depreciation rate 

. Depreciation expense for current period 
. Depreciation reserve provided to date 


OMMOOD> 


The inclusion of the depreciation reserve in the plant ledger 
facilitates the preparation of adjusting journal entries in the 
event of sale or other disposition of fixed assets. 

Lack of proper control in the production department may seri- 
ously affect the operating results of any company, and this is 
particularly true of the ice-cream industry. That losses due to 
inefficient operation may be minimized several production reports 
are recommended, each having a different function. Collectively 
they constitute a record of production from the raw material 
through each of the various stages of manufacture to the finished 
product. A milk-products receiving report, prepared by the re- 
ceiving clerk, under the supervision of the superintendent of the 
ice-cream department, should be prepared for each shipment re- 
ceived, showing the number of quarts or pounds of milk and cream 
from each shipper. After the chemist in the laboratory has made 
his tests and recorded his findings, the milk-products report 
should be transferred to the production clerk. The latter then 
records the quantities as shown by these various reports on a 
mixing-and-pasteurizing report. The receiving report is then 
referred to the operating-ledger bookkeeper for the purpose of 
checking and adjusting the prices with the amount of the in- 
voices and to the stores-ledger clerk for recording in the stores 
ledger. 

A daily mixing and pasteurizing production and inventory 
report is prepared by the production clerk for thenumber of batches 
of mix of each kind for the individual tanks, on which are indi- 
cated the quantities of different materials used and the test of 
each mix. The production report is a summary of the mixing 
and pasteurizing report and represents the total daily production. 
A daily inventory of milk products should be taken and forwarded 
to the production clerk for the purpose of comparing with the 
quantities used as reported by the mixing and pasteurizing de- 
partment. The inventory of mix on hand, together with an in- 
ventory of the aging tanks, is shown on the production report and 
should be checked daily with the quantity of mix shown on the 
freezing-room production report. 
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A freezing-room report should be prepared daily showing the 
number of runs for each size freezer classified by flavors and the 
quantities produced by size of containers for each flavor, together 
with the total quantity of material used in the freezing room. 
The quantity produced is measured by actual count, after being 
checked against the register attached to the hopper spout. An 
accurate check of the number of batches for each freezer is ob- 
tained by an automatic recording instrument. 

The freezing-room report should also include the inventory of 
bulk ice cream by flavors, which should be prepared each morning. 
The opening inventory plus the daily production less the closing 
inventory should constitute the sales and transfers for the day. 

A report should be prepared by the engineer, showing the 
number of cakes of ice pulled daily, the amount transferred, used 
or sold, and the inventory on hand, in order to make the necessary 
entries for ice manufacturing. 

In the ice-cream business, the procedure followed in obtaining 
customers’ orders is rather unusual since the majority of the orders 
obtained are received via telephone and not by personal calls of 
the salesmen. The method in use has been termed the ‘“‘call up”’ 
system, and operates in the following manner: The company 
employs as many order clerks as the business may warrant, who 
are telephone operators as well as order clerks. They start work 
in the late afternoon, each having a certain number of routes to 
cover, and also an individual switchboard. The route sheets 
showing the customers’ name, address and telephone number, 
with appropriate columns for the various flavors and sizes of 
product are followed in detail by the order clerk, each customer 
being ‘‘phoned’’ for his order. When an order is received, it is 
entered on an order blank, prepared in triplicate, and then trans- 
ferred to the route sheet, which, when completed will show the 
required quartage for each route and serves as a requisition on 
the hardening room. All cash orders are extended by the order 
clerk, showing the total amount of cash that the driver must pay 
to the cashier on the following afternoon. The individual order 
serves as a delivery ticket and, if the customer has a charge ac- 
count, the original serves as the customer’s invoice. The original 
daily route sheet and the individual order are sent to the delivery 
department, the triplicate copy being retained by the order de- 
partment. When all orders shown on the route sheet have been 
checked and loaded, the driver is given the original copy and the 
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individual order, the duplicate being sent to the cashier, with 
whom the driver must settle on return. 

In the case of orders which must be sent by special delivery, a 
special order form should be adopted, prepared in triplicate, the 
original being sent to the delivery department, the duplicate to the 
cashier and the triplicate retained by the order department. 
These extra orders, or special deliveries, should be entered on an 
extra delivery sheet and should be transferred to the daily route 
sheets at the close of the day’s business. 

The successful operation of any business is dependent to a large 
extent on proper control of payroll and timekeeping, minimizing 
as far as possible idle time and inefficient labor and obtaining one 
hundred cents value for every dollar spent on account of payrolls. 
It is primarily essential that the system of internal check, so far 
as the payroll department is concerned, should be “‘fool-proof’’ 
and not open to manipulation by an unscrupulous clerk or clerks 
in collusion. For this reason it is recommended that a time- 
keeping department, as well as a payroll department, be main- 
tained, each functioning entirely independent of the other and yet 
closely codrdinated as to results. The work of the timekeeper 
is to obtain, upon properly approved requisitions, the employees 
required for the various plant departments, maintain an em- 
ployees’ record file and check the time of the employees in report- 
ing to and from work. All employees must use the weekly time- 
clock card. Thetimekeeper will extend the total hours, insert the 
wage rate and calculate the wages for each employee for the week 
and forward the cards to the payroll clerk in the general office. 

A weekly time distribution card should be prepared by the fore- 
man for each employee, showing the total hours spent on each 
operation or job. These cards should be sent to the payroll clerk 
promptly at the end of each week, setting forth the total hours, 
rate and amount for each operation and total wages for the week. 

The payroll clerk, upon receipt of the weekly time cards and 
weekly time-distribution cards will check the extensions and com- 
pare the two cards. After adjustment of any differences, they 
are entered on the payroll record which is given to the paymaster 
for payment. The payroll clerk will summarize the distribution 
of the payroll from the distribution cards and prepare a voucher 
for entry in the voucher register and operating ledger. 

A payroll record should be maintained providing for the re- 
cording of the weekly total hours, rate and amount of wages paid 
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each employee by departments. This will contain record of the 
quarterly and annual wages paid, thus showing comparative 
weekly totals for the period. 

In work performed by the construction and repair shops, it is 
necessary to maintain a system which readily permits the dis- 
tribution of cost, in order that the departments or units can be 
properly charged. For the recording of this information the 
shop-job system is recommended. By this system each job is 
assigned a number, and all material and labor charges are ac- 
cumulated until the completion of the order, when proper dis- 
tribution can be made to operating or asset accounts. The 
job-cost card, in addition to showing the charges, also records the 
purpose of the order, for which department it is being done, esti- 
mated cost to complete and other information for the final 
distribution in the accounts. 

The verification of a balance-sheet reflecting the financial 
position of a company engaged in the ice-cream business involves 
certain features which are considered of sufficient importance to 
warrant detailed comments. The form shown on the following 
page is suggested for presentation to the client. 

The caption ‘‘customers’ notes receivable’’ may appear some- 
what contradictory in view of the fact that it has been previously 
stated that the ice-cream business should be conducted on a cash 
basis. However, since the mechanical cabinets are sometimes 
sold to customers under a lease agreement, payment being made 
on the basis of quartage purchased by the dealer, it becomes neces- 
sary for the customer to sign a note or series of notes in favor of 
the manufacturer covering the purchase price of the cabinet and 
compressor, setting forth the details as to the method of payment 
and the monthly instalments. For this reason it is necessary to 
classify further the customers’ notes according to due dates, since 
it is apparent that a portion of the total amount due will not be 
paid within the year immediately following the date of the 
balance-sheet. It is necessary also to set up the amount due sub- 
sequent to the close of the next year under a separate caption im- 
mediately following the current assets. 

In the audit of the accounts of an ice-cream company one usu- 
ally finds numerous employees’ accounts included in the custom- 
ers’ accounts receivable. These should be classified separately on 
the balance-sheet. It is true that these accounts are in all 
probability more liquid than the majority of the customers’ ac- 
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counts, since the company has the privilege of making payroll 
deductions on account of such purchases, but it is advisable that 
they be shown separately on the balance-sheet. 

The valuation placed upon the goodwill in the balance-sheets 
of ice-cream companies is a subject which can be argued exten- 
sively. The majority of the larger companies today are a result 
of the combination or merger of several smaller units and, while 
goodwill usually represents the excess of cost over value received 
or earnings capitalized at a stated percentage, yet, in computing 
the goodwill paid by one ice-cream company in the acquisition of 
another, the amount to be paid is often predicated on the volume 
of business transacted in a given period, measured by the average 
number of quarts sold to the customers of record. 

In the inventory verification, the auditor may find that certain 
of the raw materials are stored either in cold storage or bonded 
warehouses. This is true in the case of fruits and nuts, since 
purchases can usually be made in quantity lots and such pur- 
chases will usually exceed normal requirements and, because of 
insufficient storage facilities, the goods are stored. The mer- 
chandise in storage can be verified either by a certificate obtained 
by correspondence with the warehouse or by examination of 
warehouse receipts if such have been issued. 

The foregoing comments relative to notes receivable also apply 
to notes payable, except that in the latter case the company is the 
maker of the note. There would be no justification for setting 
up as a current liability notes due one year or more subsequent to 
the date of a balance-sheet and jeopardizing the current position. 
In view of the circumstances, the notes payable should be classi- 
fied according to due dates and the current debt shown as a cur- 
rent liability and the balance of notes maturing beyond one year 
from date as a deferred liability. 

The following form of profit-and-loss account is suggested for 
use of ice-cream companies and, although certain variations from 
the form may be desired, it is indicative of the accounts usually 
encountered in the audit of a company of this character: 


PROFIT-AND-Loss ACCOUNT 
For the year ended December 31, 1930 


dg oe ae aie eu tee hore eee $0,000,000 
Cost of sales: 

Purchases of milk, cream and dairy products...... $000,000 

Purchases of fruits, nuts, flavors and extracts..... 000,000 
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Purchases of egg products and food stabilizers... . . $ 00,000 
Purchases of cartons and supplies............... 00,000 
Pe ccc aksencnancnedesoneda 00,000 
Increase or decrease in inventory................ 00,000 
Manufacturing expenses, per schedule “1"’....... 000,000 
cl $ 000,000 
I 65.4 ca ce addeuues Kkeebaeuseaneees $ 000,000 
Expenses: 


Selling and delivery expenses, per schedule “2”... $000,000 
Administration and general expenses, per schedule 





MO" sare: dha eX 2 a BG oid a ek Rae eee ea eee 000,000 
Maris. as. cok walnains.<e-08 ols oe eaten ad pee 00,000 
IIE 6.5 so scvascewededsncwncencouss 000,000 
| RTE CCS eee eT rere $ 000,000 
Miscellaneous charges: 
a dua ekekibaakeeeakeweeeens $ 00,000 
RS Ge I GI nn. 5. oes bho hdskheeiasinn 0,000 
$ 00,000 
Less miscellaneous income: 
ee ee $0,000 
ee 0,000 0,000 00,000 
Net income, before income tax................ $ 000,000 
Provision for federal income tax.................-. 00,000 
PO OD 6 iii cca tdinieda bee eee $ 00,000 


MANUFACTURING EXPENSES 
For the year ended December 31, 1930 


Superintendents’ salaries. .............+.+-+- $ 00,000 
PE TI 5 bk 0 eb apeesesindsseesen 00,000 
pe ee eee ere errs 0,000 
a cdicicot pak ea nadia eee ae ee nal eae ee 0,000 
ME. oud sk ca mre. pa onan Maka ae eee 0,000 
ETE Ee PCE ree ere 0,000 
ree rete er PCa ett Bit aout 0,000 
CES OCCT ORO EE PE Ee 0,000 
MN 55 «ee nie sssech 36 RGSS OE Saar RA RTS 0,000 
I. cn wc darsaces wedanennn ames 0,000 
NNR. 6 od aw vien Se coun een eeais 0,000 
eons bok cn decueee dhe ne AaCeRe 0,000 
Miscellaneous expenses. ...............0.0005 0,000 

Total manufacturing expenses........... $000,000 
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SELLING AND DELIVERY EXPENSES 
For the year ended December 31, 1930 
Selling expenses: 


WRDUOINEIN O GRINSINE .. 5.5 ones. osc ccresioscscis cies $ 0,000 
Salesmen’s commissions. ................--- 0,000 
ee 0,000 
Telephone and telegraph................... 0,000 
NI et arts fna, win ae kca hone ean 0,000 
Stationery and printing.................... 0,000 
MIE eee vais 564. 0senrmoracatad 0,000 
General selling expenses................... 0,000 
Delivery expenses: 

ES 6 sitKAsbidivaanisenedesnews 0,000 
RS ere error Terre ee 0,000 
Repairs to cabinets, cans and tubs.......... 0,000 
ES eee 0,000 
Tires and tubes... .......... ccc cece eee 0,000 
BN dis cnictiwdbancedonme are wahsweemres 0,000 
NN ain Sa hea ad ahans/w nage wt © we Odea 0,000 
ee er ee 0,000 
Ee ee ee ree 0,000 
SRF OPEC CT TCT TT ET ORT 0,000 
Automobile and wagon repairs............. 0,000 
General delivery expenses ................. 0,000 

Total selling and delivery expenses....... $000,000 


ADMINISTRATION AND GENERAL EXPENSES 


For the year ended December 31, 1930 





Rn CII 6. 5 catecteard xn ON Wide sae eclele $ 0,000 
I oo vias nar nkie ieo a tmnaon ema 0,000 
Telephone and telegraph.................... 0,000 
a ee 0,000 
Dues and subscriptions..................... 0,000 
Legal and professional fees .................. 0,000 
Pe 0,000 
ERMNOVOOE ICP CPORM. «5... cccccescs cece: 0,000 
IE or Citar lcd & sala Cain aiterdanaks oad 0,000 
SS ol aiits 2. atnniicts arecan arte ane ewe eo aed 0,000 
ES Se eee ree 0,000 
ORL COONS PORTE Te 0,000 
RII, io igo'kl a. 0'b nd dso m inal on Waren ea 0,000 
Sundry general expenses.................... 0,000 


Total administration and general expenses. $000,000 
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The ice-cream business is highly seasonal, since climatic condi- 
tions materially affect the volume of sales, and for this reason 
manufacturers endeavor to distribute operating and fixed ex- 
penses on an equitable basis in order that the months showing the 
larger volume shall also bear the larger expense. The distribution 
of the depreciation expense on the basis of production is an inter- 
esting feature in the audit of the accounts of an ice-cream com- 
pany. A general idea of the seasonal trend of the business can 
be obtained by reference to the following table of percentages 
which has been established for charging off depreciation by one 
of the large manufacturers over a period of years: 


Month % of annual rate 

PS. ic s¢ nt ieee eeneaneeee seb eoeeeee % 04.7083 
EE Ee rE en Ee Er ey 04.6035 
Pc biwiam niin iby abehmadnimeghenmade 05.9429 
6b dXudntd eke eke deans 06.9992 
i ciciheksnnivnhtak hlageseUeeaaeenen 10.1994 
pS Pe Teer eT er Tre Terre eee y ere 11.9701 
Ph «ai nho4bdiewinn eres abuse beneounnen 15.2260 
Riis vs vneekiebas samebme eden 12.9527 
IE inn uke chen a eankie eg wanes 09.3355 
I ag mach ik 25am aisrad erassia cone ee RE 07.4800 
PS ccicenassbasounkenseredieaneeda 05.7431 
EE rT irre ek erie a Meare rir 04 . 8393 
iv atiiiecisredénsi eee %100 .0000 


The annual rates of depreciation on the various classes of assets 
are determined by the management, as in other industries, and 
the percentage of the annual rate shown above is charged to 
profit-and-loss each month. Rates of depreciation of the several 
classes of assets are shown in the following table, and, while it is 
not intended that these be used as a standard, they are suggestive- 
of rates usually found: 


RATES OF DEPRECIATION 


Buildings: 
BE ORE GUIIAB 0.0. s cc orccvcncevies 2% 
0 Per eee rT errs ree 3% 
PI cs nntccevebadetcunweswenewes 5% 
Tee ee 20 to 33% % 
Cabinets: 
SCT CCST TTT CT TTT TTT TTT 15to20 % 
ET eer 10to1s % 
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Ee ee ee re 20% 
Horses and wagons.......... Ais aatpintateaeas 10% 


Furniture and fixtures................... 10% 


A statement showing the volume of business transacted in gal- 
lons, the various units of cost per gallon, and the margin of profit 
should be helpful toaclient. If the company operates from more 
than one location an analysis of sales by territories would be of 
interest to the sales department, and the necessary sales effort 
could be applied in the areas in which decreases are shown. 
From the standpoint of manufacturing it might be prudent to 
determine the ratio of the quantity of raw materials to the fin- 
ished product and to set forth the information in the text of the 
report. 
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Com Panis 
By WALTER MucKLow 


My wife and I often drive in the southeastern states and, when 
pressed for time, we are forced to follow the highways; but on 
occasions we arrange matters so that we have a little leisure, and 
then we turn off the main road and explore or revisit some of the 
lanes and by-ways which lead away from, but finally return to, 
the direct road. By so doing, we find beauties and interests 
undreamed of by the too ardent admirers of Jehu, the son of 
Nimshi. 

The tendency of all people today is to rush along the shortest 
road, not only in their motor cars, but in the conduct of their 
daily affairs, although in so doing they miss much of the charm 
and the interest which lie half hidden near their path. This is 
especially true of accountants. The very nature of their work 
brings them into close contact with so many and such varied 
ventures that they have unusual opportunities to explore the by- 
ways of commerce and to gather the pleasure which closer ac- 
quaintance often yields. 

I now invite the reader to loiter with me in one of those lanes 
of which all have heard, but few have explored: it is called the 
Lane of the Companies and from it springs the footpath of the 
Livery Companies. 

Today everybody speaks of companies and, possibly, a few 
understand their rights, their limitations, their powers and their 
weaknesses; but how many ever think of their origin or of their 
early history? We know that one of the common causes for 
their being is the hope to escape from or to limit personal liability, 
and we often forget that the company was originally formed to 
create and to assume liabilities—liabilities of the individual 
members for the benefit of their communities. 

Even the scant knowledge of Latin which the average man has 
retained will tell him that ‘‘com”’ means ‘“‘with’’ and that 
‘“‘panis’’ means ‘‘bread,”” but how many have exercised their 
imagination and asked themselves the question ‘‘ Why is a busi- 
ness corporation called by a name meaning ‘‘with bread’’? Yet 
the answer to this question is interesting, and particularly so at 
the present moment, for the companies of which I write were 
formed to combat precisely the same difficulties which we are 
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now encountering, and it may be that we can learn something 
from a study of the means of attack and defense which our fore- 
fathers devised and used so successfully. 

The origin of companies is obscure, but it is generally agreed 
that they are the successors to—and often sprang directly from— 
the old craft-gilds, which were associations of men and women, 
each of which had three main objects: 

1. To protect their trade 
2. To practise philanthropy 
3. To provide feasts for the members 

They were not formed for individual gain, but for the advance- 
ment of the members. Usually there was a pronounced religious 
purpose; invariably there was the obligation to feast together 
at stated—and, often, very frequent—periods. We still think 
of a company of soldiers or of a ship’s company who mess to- 
gether; while the mention of the Company of the Apostles im- 
mediately carries our minds to The Last Supper. 

The history of the formation and growth of these early associa- 
tions, from the individual person, through the family, the gild 
and the company, must be passed over here, alluring as it may be, 
and we must accept the indisputable fact that the first company 
was formed for the purpose of putting food in the stomachs of its 
members, not for putting profits in the pockets of its shareholders. 
The practice of periodically eating together is still maintained 
by the livery companies, and at the English universities; while 
no barrister may be called to the bar until he has eaten the pre- 
scribed number of dinners in hall. Undoubtedly, these require- 
ments are based on the fact that, at the dinner table, a man 
unconsciously betrays his characteristics; especially when that 
table bears some of the contents of a cellar selected with scholarly 
care and offered with unstinted generosity. Therefore, such 
dinners afford a sure means of learning whether or not a candidate 
for admission is a desirable person with whom to be associated. 

The date of the formation of the first company is unknown for, 
as the historian of the Drapers Company says of that company, 
the origin ‘‘is shrouded in the mists of time”’ and, as the Merchant 
Taylors told King Edward II, they had met “from the time 
whereof there was no memory.” Many of the old livery com- 
panies were, in fact, the successors of gilds which had existed 
continuously since the days of the Saxon kings or the Roman 
occupation. In the days of Athelstan, who was the first monarch 
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to call himself ‘‘King of England,” the gilds of London joined 
together and drew common regulations; while we know that in 
Roman times the smiths were united and that the salters, who 
made salt, had their associations. 

A few charters were given by the end of the twelfth century, 
but in 1388 there were so many gilds and companies that they 
offered a promising field to the tax gatherer and parliament or- 
dered that each one should file a return showing its condition, and, 
in their requirements, these returns were almost identical with 
those demanded of corporations today. Great numbers of these 
documents were filed and, while many have been lost, there still 
remain over five hundred of them in the public-record office in 
London. They are of many sizes and written on various materi- 
als; perhaps the most remarkable being on paper of such wonder- 
ful quality that it is now—after 550 years—as strong as it was 
the day when it was filed. This is the more astonishing as it 
was generally said that paper making was brought to England 
in the reign of Queen Elizabeth, two centuries later; but no such 
paper is known to have been made since and none such is made 
today. 

In order to place a proper value upon the work which was 
accomplished by the members of these old associations, we must 
recall the condition of Europe in the fourteenth and fifteenth 
centuries, when many of the companies were organized and when 
they began to exercise a controlling influence on the trade of the 
country. During the first half of the fourteenth century the 
Black Death had gone far towards depopulating Europe—and 
Great Britain did not escape—for it had claimed several times as 
many victims as were lost in the great war of this century. It 
is estimated that there were twenty-five million deaths; and we 
can imagine the distress which it left behind. 

Governments and merchants were harassed by financial ques- 
tions, even as we are. The pound, of silver, had been debased, 
the coinage had been clipped, and values were so uncertain that 
the merchants were compelled to select a standard, and they 
chose the pound of the Easterlings which had maintained its 
quality. Their shillings were stamped with a bird, said to be a 
starling, but strongly resembling a buzzard, and this currency 
became known as ‘‘sterling,’’ but whether this was an abbrevia- 
tion of ‘‘Easterling’’ or a corruption of ‘‘starling’’ none can now 
tell, and archeologists and antiquarians argue hotly about it. 
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Later, when English trade had expanded, much business was 
carried on with the continent, and much money was sent abroad 
in payment for purchases—so much, in fact, that the government 
feared none would be left for their own use and the export of 
both gold and silver was prohibited (A.D. 1372). Increased use 
of credit resulted; notes were given in payment for goods and 
these notes bore interest, but this led to other troubles, for the 
church had always looked askance at the charging of interest 
and the law had forbidden it, so that business had been driven 
into the hands of the Jews, who suffered from no such restrictions 
and were regarded as the serfs of the king, a privilege for which 
they were forced to pay highly, until they were expelled from 
England at the close of the thirteenth century. By that time 
the church and the law had both modified their condemnation 
of interest. 

Added to these financial complications was the constant fear 
of the goldsmiths—and bankers—that the alchemists would 
succeed in their efforts to transmute the baser metals into gold, 
and they finally secured the passage of an act which made such 
transmutation a felony. 

As to the social conditions which prevailed, I can not do better 
than quote Mrs. Green, the historian of those times, who says: 

‘People complained at one moment of labourers being unem- 
ployed, at the next they modified old laws because they could not 
get labourers enough. Masters on all sides were evading the 
regulations which limited the number of their apprentices and 
journeymen, and still cried to the state for protection for their 
craft, because the artisan could find no work todo. Men talked 
of foreign competition and too many workers in every trade and 
took forcible means to keep down prices and wages. The law- 
makers were forbidding the import of foreign goods so as to give 
employment to the artisan at home, and the artisans were con- 
spiring to limit their output and raise their prices.” 


With such testimony before us, are we not justified in saying 
that our ancestors were as greatly harassed as are their descend- 
ants? The reply is bound to be ‘“ Yea’”’ and then we naturally 
ask the question: ‘‘What action did those ancestors take to 
improve their conditions?’ and when we reply ‘‘They founded 
the livery companies,” almost a complete answer is furnished. 
They fought—as they have always fought—against the control 
of their businesses by the national government, or by any govern- 
ment; they undertook to clean their own houses and to put their 
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own affairs in order. They did this so successfully that their 
power grew and, instead of being controlled by the city govern- 
ment, they obtained, and still have, the sole right to vote for the 
principal municipal officers. May it not be that this condition 
has contributed not a little to the position which the city of 
London government occupies? 

What, then, were those companies, and why were they called 
livery companies? Each one was composed entirely of bretheren 
and sisteren engaged in a common industry—grocers, mercers, 
fishmongers, butchers, etc.—and was governed by its own court, 
consisting of the warden, or the master, and his assistants. All 
members were sworn to obey the laws drawn by their own 
officers; they were obliged to attend certain religious services; 
they were pledged to attend the dinners of the company and, 
perhaps above all, they cared for their own disabled, impover- 
ished and unemployed. They would neither look to the govern- 
ment for help in such matters nor brook governmental control. 

Without exception the companies had three main objects: 
trade, philanthropy and feasting. They not only believed in, 
but practised, a common weal and recognized their obligations 
not only to themselves but to their God and their fellow men. 
We must remember that, in those days, there was no conflict 
between labor and capital; each realized its dependence on the 
other and they went forward shoulder to shoulder. 

Being already associated, they went to the king and bought 
a charter which incorporated them, gave them the sole right to 
pursue their own trades within specified areas, granted them the 
right of search and held them responsible for the honest conduct 
of their trade. 

In those days the word ‘‘livery’’ conveyed no idea of contempt 
or inferiority, as it sometimes does today; its meaning was more 
like that of our word “uniform.’”’ The followers of a great lord 
often wore this livery and were proud to do so; in the same way 
each of these companies had its own livery which was regarded 
in much the same spirit as is the regalia of the masons and other 
fraternal societies of today. This livery consisted of a gown 
of one or more colors, such as is still worn by the officers on formal 
occasions, and a hood, fashioned on the monk’s hood and not 
very dissimilar from the university hood of today. Many of 
these were very gorgeous and some of the rich companies changed 
the colors of their gowns frequently to show that they were men 
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of means. The livery was worn only by tthe higher class—the 
commonalty—who were said to be ‘‘on the liwery”’; but might 
not be worn by the lower class of journeymen, ‘¢tc., who were 
known as ‘‘yeomen.”’ Inasmuch as it was usual fior the charter 
to grant the company members the right to wear tlhis clothing, 
the companies came to be known as “livery companie-s.”’ 

Each trade was known as a ‘‘mystery,’’ not meaning ‘that there 
was anything mysterious about it, but, as is meant by the French 
word ‘‘metier,” that it was the calling, the occupation,, followed 
by its members, who often gave plays which were known as 
‘‘mystery plays.’’ Notwithstanding the absence of myystery it 
was generally understood that any one of the trades demanded 
training and special knowledge, which must be acquireci through 
a long apprenticeship. At one time the fiskmongers; offended 
the lord mayor, who decreed that the business of fish mongering 
was rather a low trade and certainly not worthy ot bewng regarded 
as a mystery; whereupon, for a time, and until the decision was 
revoked, all fishmongers were ineligible for the position of lord 
mayor. 

None can say how many companies have existed, for the vari- 
ous companies split and united often, but every trade of any 
importance had its company and of them some seventy or eighty 
are still alive. Of these about one half have their own halls in 
the city. Each company drew its own rules, which prescribed 
the hours of work, the number of apprentices or jous*neymen a 
member might have, the standards of quality to be observed and, 
very often, the maximum prices, but—so far as I, know—a 
minimum price was never mentioned. These rules were similar 
to those in the codes which we are now studying, but they went 
much further, for they did not allow any man to follow two trades, 
nor might he follow even one until he had learned it through 
years of apprenticeship—and learned it thoroughly. Then their 
scope was much wider, for the companies did not believe that 
good business consisted merely of making money. Their ob- 
jects were, as we have found, to see that their members performed 
their duty to themselves (in their business), to their God (through 
their religious services) and to their neighbors (through their 
philanthropy). This being done, they sat down to enjoy them- 
selves and had a royal feast. 

Companies appointed their certain officers, called ‘‘meters’’— 
“‘fishmeters’’ and the like—to make search of the premises of 
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any suspected member and, if evidence of wrongdoing were found, 
the culprit was haled before the officers of the company. If he 
were found guilty, his brother members—not any government 
officers—sentenced him, and these sentences were appropriate 
and sufficient. The discovery of fraud by search was rendered 
comparatively easy because, in many cases, goods of any given 
class could be bought in one locality only, and all the members 
of any one craft usually lived in the same neighborhood; the 
bakers in Bread Street, the ironmongers in Ironmongers Lane, 
the goldsmiths near Cheapside, while the ladies of pleasure lived 
in a street appropriately called Minxes’ Lane, but as they moved 
further out and as the street became occupied by merchants of 
repute, the name gradually assumed its present form of Mincing 
Lane. 

This gathering of brother craftsmen in or near one street, 
usually adjacent to their hall, led them to regard that hall as a 
second home. There they met their friends, discussed their 
business, talked their politics, spread their scandals and enter- 
tained their wives and daughters, for whom express provision 
was made. To the member of a company the hall meant to him 
even more than our clubs do to us. However, the hall was not 
only a place for recreation, it was a court of justice where there 
were tried any members suspected of law-breaking and where 
the guilty received sentence; and those old officers had a far 
keener sense of making the punishment fit the crime than have 
their modern representatives. For example, if a butcher sold 
bad meat or a fishmonger were found guilty of offering fish unfit 
for food, he was put in the stocks, or in the pillory, and the stink- 
ing food was burned under his nose. A baker might make either 
white bread or brown, but not both; and he was obliged to put 
his private seal on each loaf he sold, and that loaf must be of pre- 
scribed weight and sold at a price set by law. Occasionally a 
baker would make short-weight loaves and insert pieces of metal 
to mislead the meters; if he were convicted of this, he was placed 
on a hurdle and dragged through the principal streets at the tail 
of a cart. He was then put in the pillory—which was in the 
neighborhood of the present Mansion House; the loaves were 
threaded on a rope and the necklace so made was hung round his 
neck. Ona second conviction, the same procedure was followed, 
but he was dragged through Cheapside, probably the dirtiest, 
certainly the busiest, of all the streets in the city; and on a third 
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conviction, his oven was dismantled and he was made to fore- 
swear his trade in London forever; which usually meant starva- 
tion. The vintners evidently did not like to wash their dirty 
linen in public, so they had a pair of private stocks built in their 
own hall and, if a member were found guilty of law breaking, 
he was placed therein and forced to remain there while his fellow 
members caroused around him, probably drinking their liquor 
with unusual gusto and making him play the part of a medieval 
Tantalus. 

Perhaps the reader may pass over such punishments with some 
such remark as ‘“‘ How quaint’’; but they were far more than that, 
for they were effective and the guilty could not escape through 
the efforts of a highly paid criminal lawyer; the spirit of law, 
rather than its letter, was followed and legal quibbles availed 
nothing. If one had offended, he was pronounced guilty, 
punishment quickly followed and the matter was ended—and, 
in extreme cases, so was he; for if he were expelled from his own 
company, he could enter no other and could follow no trade. 
The pilgrim fathers afford an example of this, for, when they sep- 
arated from the church of England and went to Holland, they 
found that the gilds there would not admit them as members; 
that, therefore, they could not follow their crafts and were com- 
pelled to seek a new country. 

It is remarkable that, although these companies laid the 
foundations of English trade—whose traditions we inherit— 
although they obtained such power that they controlled, and still 
control, election to the principal offices of the city; although 
they are a millennium and a half old, there are few outstanding 
names which have come down to us. We may know those of 
Dick Whittington, whose ‘‘cat’’ was a ship and not an animal; 
of Sir William Walworth who killed Wat Tyler; of Sir Thomas 
Gresham, who founded a college which is still active—but of 
how many others have we ever heard? The plans were formed, 
the work was done, the progress was made, not by any one per- 
son, but by the codperation of those who belonged largely to 
the class known as the ‘‘common people.”” The work was all 
done by small traders—there were no large ones—and it throve 
until wealth became centralized and the man of money took the 
place of the man of skill. It is difficult for us to compare the 
attitude of the master then and now; then he knew all that went 
in his shop and all that went out—it was his work; today we 
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read of the president of a large corporation owning many factories 
boasting that neither he nor any of his directors had ever set 
foot in any one of their plants. 

Not only did the craftsman manage his own business, but all 
the regulations which he helped to enforce germinated in his 
company; they came from the inside. The position he took, the 
results he obtained lead one to wonder which was the cause and 
which the effect. Was his success due to the honesty for which 
English trade was renowned, or was that honesty the result of 
the strict rules under which he had worked? Even a slight study 
of the history of these companies must impress one with the im- 
portance of the small man for it is through him that growth has 
come and it is he who must be protected—in fact as well as in 
words—if lasting growth is to result. It has yet to be proved 
that we of today show any more intelligence, courage or honesty 
than did our forebears. If a trade will not clean its own house, 
some government agency must do so and, perhaps, will be com- 
pelled to regulate prices, wages and the like, but it may well be 
questioned whether this indicates progression or retrogression 
of the community. 

Most of the old customs have now fallen into disuse, but the 
annual lord mayor’s show reminds us of the many processions 
formerly held, and a visitor to London may still see the worship- 
ful company of vintners march down Thames Street, with top- 
hatted, white smocked servants going before them busily 
sweeping with besoms the street which is already clean. This 
practice has prevailed since 1205 and reminds us of the condition 
of streets in those days, while the fact that the officers still carry 
bunches of scented flowers reminds us that nosegays were bunches 
of such flowers put up to regale the sense of smell and were pro- 
vided for judges and other officers whose duties brought them into 
close contact with the populace. 

Yet with all their processions and liveries and banquets, there 
appears to have been little desire for notoriety; in fact, the desire 
to avoid this was so general that many companies ordained that 
a member who refused to serve in any office to which he had been 
elected should be heavily fined. This reluctance was not entirely 
due to modesty, but, in part, arose from the desire to avoid the 
labor and the heavy expense involved by the many entertain- 
ments. It was also strengthened by the fact that many municipal 
and other officers were personally liable for the debts of the com- 
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pany or the body which they represented. For example: the city 
of Norwich failed to pay promptly the taxes due to the king and 
he ordered the sheriff of Norfolk to arrest a number of the leading 
citizens and to hold them until the taxes were paid. If we had 
such a law, and if it were so enforced, it seems probable that 
we should not be surrounded by so many bankrupt municipalities. 

Coéperation was the key note to the march of their progress 
and this took many forms; too many to be described here, but 
a few examples may be interesting. If one decided to build a 
house, he made his agreement with the carpenter who employed 
numerous sub-contractors—as we should call them—such as the 
joyner, the sawyer, the plumber and so forth (each of whom 
belonged to his own company), and usually the carpenter re- 
served for himself the work of planning and building the frame 
for the roof, which was often of lead—hence the plumber. Some- 
times there was friction for a while and adjustments were made, 
as in the case of the saddle-makers. Except to the inexperienced 
rider, a saddle is not usually regarded as a seat of conflict, yet to 
build one required the coéperation of many; the joyner made the 
bows from horizontal sections of a tree; the paynter painted them; 
the loriner supplied all the many metal fittings, bits and stirrups, 
while the saddler put on the finishing touches and added the 
handsome leather which adorned the finished article. 

Sometimes the work was divided between different companies, 
instead of between men, as in the case of the cordwainers and the 
cobblers. The former dealt in Cordovan leather, but the diffi- 
culties of Spanish pronunciation and English cock-suredness 
perverted this name, and the dealers were known as cordwainers. 
Both they and the cobblers were engaged in making and repairing 
shoes, but it was finally decided that the cordwainers might only 
make new shoes and the cobblers might only clout old ones; 
the latter were not allowed even to have a piece of new leather 
in their shops and the size of patches they put on shoes was 
strictly limited. Originally the cordwainers did everything that 
was done to a hide and they did it so well that when, a few years 
ago, there were discovered some shoes made in the fifteenth 
century, the leather was so sound that the workmen finding them 
used it to repair their own boots. 

Almost might it be said that the companies committed suicide, 
or, at least, worked towards their own destruction, for they laid 
so sure a foundation for business and built so skillfully thereon, 
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that trade grew amazingly from the times of the Tudors onwards. 
The volume became so great, the diversity so wide, that no 
organization could confine or control it, and the end of their 
business activities was hastened by the differences which arose 
between the master craftsmen, as they became wealthier and 
wealthier, and the journeymen, whose condition remained un- 
changed and was one of the most important factors in the estab- 
lishment of trade unions—but that is another story. 

For nearly four hundred years, machinery has also played an 
important part. Perhaps the first instance of this on any large 
scale was in the days of Queen Elizabeth, when a certain Master 
Lee, of Cambridge university, designed a machine for knitting 
stockings. Evidently he was a person of influence, for he in- 
duced the queen to visit his factory. She was keenly interested, 
but refused to accept any of his product because she preferred 
silk stockings to cotton ones. Finally Lee perfected his process 
and did make silk stockings, but the queen refused him assistance 
because, said she, “‘if his business throve, he would cause so many 
of her poor people to be thrown out of work and there would be 
nothing for them to do.” I am not going to enter into any 
argument with the technologists, but the fact remains that since 
this first effort, machine after machine has been invented and 
the world has more unemployed than ever, because those who 
have been thrown out of work have not been provided with other 
work nor have they been taught to put to any useful end the 
added leisure which has come to them—and wasted or unwisely 
used leisure is a greater danger to a community than is unused 
wealth. 

Today, few of the companies engage in business, although the 
goldsmiths stamp gold and silver articles and test the currency; 
the stationers are the guardians of copyright; the gunsmiths test 
guns, the plumbers, spectacle makers, farriers, cooks, gardeners 
and others hold examinations, or competitions, in their respective 
trades and give certificates or prizes, as the case may be. 

In the course of centuries much land was left to the various 
companies, and most of this being in London, it has increased 
enormously in value and yields incomes amounting in all to many 
hundreds of thousands of pounds. The principal work of the 
companies today is the administration of these funds: schools are 
supported or assisted, scholarships are given almost without 
number and pensioners are supported by the thousand. Changed 
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conditions have forced the companies to abandon one of their 
original purposes—the pursuit of business—but they still unite in 
the worship of God; they still support the sick and needy and they 
still enjoy their feasts—the dinners given by the great companies 
being among the few survivals of the stately, formal feast of old. 

In the face of all this, I am inclined to believe that the most 
precious inheritance they have left us is the history of their 
honest, intelligent, independent and successful conduct of affairs 
through centuries. 
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AMERICAN INSTITUTE EXAMINATIONS 


[Note.—The fact that these answers appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official answers 
of the board of examiners. They represent merely the opinions of the editor 
of the Students’ Department. | 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—PanrtT II 
November 17, 1933, 1:30 P.M. to 6:30 P.M. 
Answer problems 1, 2, 3 and 4 and two of the problems 5, 6 and 7. 


No. 4 (10 points): 


The following is a statement of the profit and loss of the Lacdun Company 
for the year ended August 31, 1933: 





EL Pe er ee ee Ee ee ee ee Tee rTP $600,000 
Cost of sales: 
I<. c/s! a arcs bsuierbcs lk alas a ae Oe $195,000 
EO PE Se ne er a tie ene 130,000 
I os oe. cals sak maeencemen aes aa 65,000 390,000 
GIS sé os 6:0.5.db a ddvedouncdenendedenecesneeee $210,000 
I, 6 iccanticisimissancatiidenssé’dertsindcenene $ 90,000 
Administrative and general expenses. ..................000000: 40,000 
$130,000 
OI iiss oink cn ddend snndceceeassebeden thsemeseeenel $ 80,000 





For the year ending August 31, 1934, it is expected that the sales will increase 
33%% in volume, while selling and general expense, as well as the production 
costs, are estimated to advance as follows: 


The cost of materials and direct wages are expected to go up 20%, but there 
will be a reduction of 10% in the material content of the finished product. 

Factory expense is expected to be relatively 15% higher. 

Selling expense is expected to increase 20% and general expense 25%. 


By what percentage must the selling price be increased in order that the net 
profit for the year ending August 31, 1934, shall exceed that of the previous 
year by 25%? 
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No. 5 (6 points): 


The premiums on a fire-insurance policy covering a certain building for the 
amount of $500,000 on a one-year, three-year and five-year basis are as follows: 


Leas reper ckentent Sees $1,120 
pr Cen. mre 2,800 
rere el eee 4,480 


In each case the entire premium for the full term of the policy is payable in 
advance. 


You are asked to compute the annual cost of this insurance to the insured on 
each of the three bases, assuming that money is worth 6% per annum. 
Given: P 1 at 6%=.9434 
P 2 at 6%=.8900 
P 3 at 6% =.8396 
P 4 at 6%=.7921 
P 5 at 6%=.7473 
Note.—P 1 is the present value of $1.00 at 6% compound discount for one 
period; P 2 for two periods, etc. 


Solution: 


The annual cost of the one-year policy is, of course, $1,120.00. 


Since insurance premiums are in all cases payable in advance, the three and 
five-year premium payments represent the present values of annuities due, and 
the annual cost represents the rents. The formula for the annual cost may be 
expressed as follows: 





com d discount 
pound discoun 4 1) 
rate 


Prepaid premiums + ( 


Or, in the case of the three-year policy: 


s2a00+| A= +1| or 
.06 


s2a00| 2” a or 
.06 


$2,800 + (1.8333+1), or 
$2,800 + 2.8333, or $988.24, the annual cost of the three-year policy. 


Similarly in the case of the five-year policy: 


scan | A= 7220 +} or 
.06 


$4,480 + Es a or 


$4,480 + (3.465+1), or 
$4,480 +4.465, or $1,003.36, the annual cost of the five-year policy. 





An alternative solution follows: 


The cost of & Gme-yOOr MONET 1B. . ow. on ccc ncscsecaceess $1,120.00 
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The annual cost of a three-year policy is: 
$2,800 divided by 1 plus the present values of 1 at 6% for 
one year and two years, (1+P 1+P 2,) or 


2 
$2,800.00 $2,800.00 $988.21 


1+.9434+4.8900 2.8334 Somes 
The annual cost of a five-year policy is: 


$4,480 divided by 1 plus the present value of 1 at 6% for 
one, two, three and four years, (1+P1+P2+P3+P4). 


$4,480.00 $4,480.00 
1+.9434 +.8900 +.8396 +.7921 r 4.4651 


No. 6 (6 points): 
Using the data given below, calculate the inventory for a department store, 
December 31, 1932, by the ‘“‘retail’’ method: 





or $1,003.34 





Original 
Cost sales price 
sowentory, Dremember 31, 1931. «ooo. cc iccccccccccse $150,000 $297,000 
I NE oie shia cia ara intone wa tetiake deals blag 400,000 752,000 


Mark-ups during the year not included in above sales price were $15,000. 
Mark-downs during the year not included in above sales price were $27,500. 
Mark-on percentages are to be considered as uniform among the departments; 
other factors are equal. 

Net sales for the year were $725,000. 

Cost of sales for the year was $398,500. 


Solution: 
Statement showing computation, by the retail method, of the inventory at 
December 31, 1932. 








Selling 
Cost price 
paventory, Denemiber 31, 21931 «2 ...o.0 cc cies csiceccin $150,000 $ 297,000 
Se a peat Petr ere 400,000 752,000 
Re are eee crop MPM tame en ger cn STC e aS $550,000 $1,049,000 
PIII ise kc Sialed- ase Sie bad)a aires e erate nals 15,000 
Mallet kre oc ae ian To ere ee $1,064,000 
Rate of mark-on: 
Total selling price including mark-ups $1,064,000 
OE oc piaccaad a kvebeadlona 550,000 
DR Goals Vee wieinn « otepte ae $ 514,000 
ee errr 48.308% 
ee Re rn 27,500 
FE a ae Se ee Se a oak wees $1,036,500 
I 53.5 i555 x) gas Wiig ds Kains Gat GF eso Wa oralade e 725,000 
Inventory, December 31, 1932, at selling prices. .... $ 311,500 
Dadeech: 4B.308% of G320,S00. .... ccc ccccccccacss 150,480 
Inventory, December 31, 1932, at cost, by retail 
DNS 4 4s.0.ananaks Wahek A4demas heed aaa aie $ 161,020 
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Note.—The problem requires that the inventory be computed, using the 
‘‘retail’’ method, as shown in the foregoing. The cost of sales figure given in 
the problem is not necessary to the solution. 


No. 7 (6 points): 
_ The B & D Corporation’s balance-sheet of May 31, 1933, shows the following 
items: 


Assets 
ee ETRE Pe EE TT $ 10,000 
SS ee ee een ei A 12,000 
fo  rerryrre rrr rere ee 500,000 
Pc. 1a oto aregagek reel Sia, sae Sen $522,000 
Liabilities 
aii Si thchalar eaniarnd eae oued $ 7,000 
Capital Stock—COMIMIOR ..... 2... cc ccsccsccese 100,000 
IN 3g. heh siere nn wens eke ee ea tea 415,000 


You find upon examination that the surplus item of $415,000 consists of 
‘earned surplus” $15,000 and “capital surplus” $400,000. 

You are informed that the corporation pays exceptionally large salaries to its 
officers and that as a result its net earnings average only about two thousand 
dollars per annum. 

In preparing the 1933 ‘‘ Return of capital-stock tax"’ of the B & D Corpora- 
tion for the year ended June 30, 1933, under sections 215 (capital-stock tax of 
1.000 per 1,000) and 216 (excess- profits tax of 5%) of the national industrial 
recovery act, what factors would you take into consideration in advising the 
president? Would you suggest a figure at which to declare the value of the 
capital stock? State reasons for your answer. 


Solution: 


Under the provisions of sections 215 and 216 of the national industrial recov- 
ery act the corporation is taxable at the rate of $1 per $1,000 of the adjusted 
declared value of its capital stock, and at the rate of 5% on net earnings in ex- 
cess of 1214% of this adjusted declared value. For every $1 paid as capital 
stock tax, the corporation is exempted on 5% of $125 (1244% of $1,000) of 
income, and consequently, $6.25 of excess profits tax. 

At the time the capital stock tax return was required to be filed (extended to 
September 29, 1933), the early repeal of the eighteenth amendment to the con- 
stitution (and with it the repeal of the capital stock tax and excess profits tax) 
was apparent. Hence, the candidate should suggest that the adjusted de- 
clared value of the capital stock of the B & D Corporation be set at ($2,000 + 
1244%) $16,000, upon which the amount of tax for 1933 would be: 





CRON, concn casceenaceceaaa $16.00 
MO SINGING 5645 2 iho oeeSdddees Peder 
We écbessxdeerphabesewsiséase $16.00 


if the net income for the year was $2,000. 
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EXAMINATION IN AUDITING 
November 16, 1933, 9 A.M. to 12:30 P.M. 
Answer all the following questions. 
No. 1 (10 points): 

(a) What items in the balance-sheet of a manufacturing and trading concern 
would you normally classify as current assets and current liabilities? 

(b) State upon what tests you would rely to determine whether items in part 
or in whole were properly classified under such headings. 

Answer: 
(a) The current assets of a manufacturing and trading concern would nor- 
mally include the following: 
Cash 
Notes receivable (less reserves) 
Accounts receivable (less reserves) 
Inventories 
Marketable securities representing temporary investment of current 
funds 
Under current liabilities would be the following items: 
Accounts payable 
Notes payable 
Bank loans 
Customers’ credit balances 
Indebtedness to stockholders, officers, etc. 
Accrued expenses— interest, salaries, taxes, etc. 
Current instalments of bonds or mortgages 

(b) Current assets should include all items which will in the normal course of 
the business be converted into cash within the current period (usually accepted 
as one year from the date of the balance-sheet). Similarly, current liabilities 
should include all present obligations which will or which may require a cash 
disbursement within the current period. 

With these tests in mind, therefore, such items as cash in banks subordinated 
or set aside for a particular purpose, receivables maturing later than a year from 
the date of the balance-sheet, etc., should not be classified as current assets. 
No. 2 (10 points): 

In auditing the A Corporation you find that during the year it has taken over 
the assets (except goodwill) and the liabilities of the B Corporation in exchange 
for an agreed amount of stock of the A Corporation at par. The said assets and 
liabilities have been merged with those of the A Corporation, and the latter’s 
goodwill account has been increased to balance the balance-sheet after merger. 
You are satisfied that all values are sound. 

(a) What is indicated as to the consideration paid by Corporation A? 

(b) Should it be reflected in the goodwill account of A or not? Give your 
reasons. 

(c) In what other manner might the transaction be treated on A’s books? 

(d) Supposing the conditions upon which your answer to (a) is based to be 
reversed, how would you treat the transaction? 

Answer: 

(a) The issuance of capital stock at a par value in excess of the “sound” 

value of net assets received in the exchange indicates either 
(1) that the stock was issued at a discount, or 
(2) that intangible assets were acquired. 
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Because the problem definitely states that no goodwill was purchased, the 
answer must be that the stock of Corporation A was issued at a discount. 

(b) and (c) The net difference which Corporation A has added to its goodwill 
account should be transferred to an account called discount on stock. This ac- 
count may be shown on the asset side of the balance-sheet or may be charged 
against surplus. 

(d) If the net value of the assets of Corporation B were in excess of the par 
value of the stock issued in exchange, such excess should be credited to a capi- 
tal-surplus account, such as paid-in surplus, or surplus arising from the acquisi- 
tion of assets of B Corporation. 


No. 3 (5 points): 

In the code of ethics of the American Institute of Accountants it is provided 
that no member shall advertise his professional attainments. Explain the 
principle underlying this rule. 


Answer: 

The principle underlying the rule in the code of ethics of the American Insti- 
tute of Accountants providing that no member shall advertise his professional 
attainments is that self-praise is unbecoming a member of a profession. The 
ability of a member of a profession should speak for itself. 

(Note—The editorial ‘‘ Questions in Ethics’’ appearing on page 8 of the Janu- 
ary, 1934, issue of THE JOURNAL OF ACCOUNTANCY discusses this question and 
some of the answers.) 


No. 4 (15 points): 

You are ——- the accounts of the Smith Corporation for the year 1931, 
and ascertain the following facts: 

(1) The Smith Corporation owns a one-half interest in the Jones Corpora- 
tion, which manufactures parts used by the Smith Corporation in its products. 

(2) The Jones Corporation had been highly profitable up to December 31, 
1928, and has accumulated five million dollars in earned surplus, but in 1931 it 
earned only $25,000. 

(3) Up to December 31, 1930, the Jones Corporation had never paid any 
dividends to its stockholders, but in 1931 it declared and paid two million dol- 
lars out of its surplus. 

(4) The Smith Corporation credited its dividend from the Jones Corporation 
to current earnings, and its profit-and-loss statement for the year 1931 shows 
the following composite item: 


‘‘ Net earnings for the year to Dec. 31, 1931, after deducting 
discounts, allowances, cost of sales, depreciation, selling and 
administrative expenses, and after crediting discounts and 
SO CURIE is. 6.5 6e 5s 600d daca tases eR ee P een $500,000’’ 


(a) Would you or would you not certify this statement? Give your reasons. 

(b) If not, then give two modified statements, either of which you would be 
willing to certify. 

Answer: 

(a) I would not certify this statement because it is misleading. The net 
earnings figure includes an item of extraordinary income against which are ap- 
plied items of ordinary operating costs and expenses with the result that this 
statement shows net earnings of $500,000 whereas, excluding the extraordinary 
dividend, a loss of this amount would have been shown. 

(b) If (1) the investment in the capital stock of the Jones Corporation is car- 
ried at cost, (2) none of its earnings since acquisition have been taken up on the 
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books of the Smith Corporation, and (3) the earnings since acquisition have 
been in excess of the amount of the dividend paid, I would certify to either of 
the following statements: 
“Net loss for the year to December 31, 1931, after deduct- 
ing discounts, allowances, cost of sales, depreciation, selling 
and administrative expenses. ................00 cece eeeee $ 500,000 
‘Dividend received from the Jones Corporation (fifty per 
cent. ownership) representing a distribution from the accumu- 
lated profits of prior years. (The earnings for the Jones Cor- 
poration during 1931 were $25,000) ..................... 1,000,000 


OIE, GUONINE 80 GIN «ooo kk dks Sides Dee ees $ 500,000”’ 


“Net credit to surplus for the year ended December 31, 
1931, after deducting discounts, allowances, cost of sales, de- 
preciation, selling and administrative expenses, and after 
crediting discounts and the dividend of $1,000,000 received 
from the Jones Corporation (fifty per cent. ownership) repre- 
senting a distribution from the accumulated profits of prior 
years. The earnings for the Jones Corporation during 1931 
I renee Lt cite arcs hig. caine mame $ 500,000’ 


If the Smith Corporation has practical control of the Jones Corporation and 
has been following the practice of crediting its surplus account with its propor- 
tionate share of the earnings of the Jones Corporation, the dividend received 
during 1931 should then be credited to the investment account, and only 
$12,500 taken up as an earning from the subsidiary during the year. 


No. 5 (10 points): 

The Dimenslot Company maintains a branch office in a distant city where the 
only financial transactions authorized are the collection and banking of receipts 
from automatic vending machines, the payment of branch payrolls and ex- 
penses, and the remittance to the factory of funds in excess al Ganck require- 
— Monthly reports of cash receipts and disbursements are sent to the 

actory. 

As auditor you send to your representative in the branch city twelve monthly 
reports covering the year under audit with instructions to audit the branch 
records. In due course you receive a report stating that the monthly reports 
are in agreement with the books and that the balance in bank has been duly 
confirmed by the depository. The report also states that the deposits, as 
shown by the bank statements, exceeded the receipts, and the cheques issued by 
the branch exceeded the disbursements shown by the books. Such excesses 
consisted of items of which a list is enclosed without comments, showing in 
totals the following disbursements: 


Bank loans, partly renewals, finally paid in full.......... $12,000.00 
EES POCO CE OC TCT OCTET TTT 2,000.00 
Accommodation purchases for employees................ 2,088 . 99 


(a) What would these three items suggest to you? 

(b) What should be the contra items with respect to each? 

(c) What criticism would you make of your representative's report? 
(d) What further steps, if any, would you take in the matter? 
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Answer: 

(a) The three items listed would indicate that (1) unauthorized bank loans 
were being made, (2) that disbursements were being made to employees which 
were not being reported to the home office, and (3) that purchases were being 
made by employees in the name of the company. 

(b) The contra items (the unrecorded receipts) should be bank credits for the 
proceeds of the bank loans, and cash payments by the employees for the 
cheques issued to them and for the purchases made for them. 

(c) The representative has done nothing apparently to ascertain whether all 
vending machine receipts have been recorded and deposited, and whether all 
disbursements were supported by proper vouchers. The deposits of the un- 
recorded receipts may have been vending machine receipts belonging to the 
company. He has merely checked the books against the bank statements. 
He should have investigated further to determine 

1. The authority upon which the bank made the loan. 

2. Who paid the interest on the loan. 

3. What other outside business interests the manager may have had which 
might cause him to use the company’s credit. 

4. Whether there has been any kiting of cash. 

(d) The representative should be instructed to make a further investigation 
along the lines stated in (c). Upon receipt of this additional information, the 
matter should be discussed with the client. A better system of internal check 
should be suggested which would include the installation of a working fund for 
the manager, the daily deposit of all receipts, the withdrawal of these receipts 
and the payment of invoices by the home office only. Merchandise could be 
controlled by charging all merchandise to the branch at selling prices, and 
crediting the branch with all receipts from sales. 

No. 6 (10 points): 

On March 6, 1933, you start an emergency audit of the A. B. Company and 
you are required to render a certified balance-sheet as of that date. You find 
the cash on hand to consist mainly of cheques drawn on banks all over the coun- 
try in payment of accounts receivable which have been duly credited by the 
bookkeeper. By proclamations of the president and governors of states all 
the banks involved have been ciosed, and you have learned from confidential 
sources that only sound banks will be permitted to reopen. Your client’s own 
bank is regarded as perfectly sound. Given full power by your client to use 
your own judgment 

(a) What instructions will you give the bookkeeper? 

(b) How will you treat the items of cash and accounts receivable on the 
balance-sheet in giving an unqualified certificate? Give your reasons. 
Answer: 

(a) I would instruct the bookkeeper to make up a list of cheques on hand, 
listing them by banks, showing the amount, drawer, and endorsers (if any). 
This list would be very valuable in following up the cheques later when the banks 
reopen, and especially in endeavoring to collect unhonored items from customers. 

(b) If sufficient time were granted me for the rendering of my report, I 
would obtain a bank statement as of March 6th, and thus determine what items 
deposited before March 6th had been charged back, and what cheques issued 
before March 6th had not cleared. I would then adjust the balance of the cash 
account to the actual bank balance, setting out separately the cheques out- 
standing in the hands of creditors and customers’ cheques on hand. 
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On the balance-sheet I would show the cash as follows: 
Cash on deposit in X bank (for outstanding cheques see contra) 
Cash on hand 
Cheques on hand 
The accounts receivable would be shown in the usual manner, with a reserve 
for uncollectible accounts. A footnote should be appended to the balance- 
sheet referring to the bank moratorium, the fact that the company’s depositary 
was considered sound, and to the contingency of the collectibility of cheques on 
hand and the receivables. 


No. 7 (10 points): 

You are auditing the books of a company incorporated in the United States 
and of its Canadian subsidiary company for the year 1931. You find that the 
accounts of the subsidiary have been consolidated with those of the parent com- 
pany on the basis of par of Canadian exchange throughout the year, in spite of 
the fact that the Canadian dollar has been below par most of the year, and was 
at 83% of the U. S. dollar on December 31, 1931. 

(a) Should any exchange gain or loss be recognized? If so, should it be 
reflected in the consolidated accounts? 

(b) Upon what bases should the conversion of fixed assets (including the 
credits to the fixed-asset accounts for property retirements and the provision 
for depreciation) be made? 

(c) Upon what basis would you convert the funded indebtedness, subject to 
what exception? 

(d) Upon what basis would you convert an inventory of goods of the Cana- 
dian company purchased during 1930? 


Answer: 

(a) The exchange gain or loss resulting from the conversion of the subsidiary's 
accounts into American dollars should be recognized. 

If there is a gain on exchange it should be carried to a reserve for exchange 
fluctuation (unless the amount is relatively very small); the gain should not be 
credited to operations, because no profit is realized until the assets are actually 
converted. If there is a loss on exchange it should be deducted in the profit 
and loss statement just before arriving at the net profit for the year, on the 
theory of providing for the expected loss upon conversion of the assets. 

(b) Fixed assets, credits for property retirements, and depreciation provi- 
sions, should be converted at the rate of exchange prevailing at the date of 
purchase—that is, they should be converted back into dollars at the equivalent 
or actual dollar cost (equivalent or actual depending on whether the payment 
was made in American or Canadian funds). 

This practice is in accordance with the general accounting principle that 
profits should not be affected by the valuing of fixed assets at market prices (or 
any fluctuations in the value of fixed assets) and the corollary principle that 
depreciation charges should represent a recovery of cost. 

(c) Funded debt, if payable in American dollars, should be converted into the 
American dollar liability; if payable in Canadian dollars, it should be converted 
into the equivalent dollar value at the date of issuance. Currently maturing 
instalments should be converted at the current rate. Profits and losses from 
conversions of funded debt at current rates should not be taken into current 
operations. 

(d) The current rate of exchange should be used in converting inventories. 
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No. 8 (10 points): 

(a) What is a “stock right,’’ and how is it declared? 

(b) Give the formula for ascertaining the theoretical value of a ‘‘right”’ as 
attaching to each old share, explaining the meaning of your symbols. 

(c) Give an example in actual figures. 

Answer: 

(a) A stock right is a privilege extended by a corporation to its stockholders 
to purchase additional stock of the corporation. The privilege applies to all 
stockholders, or all stockholders of a certain class or classes, equally in propor- 
tion to the number of shares owned. Stock rights are usually declared by issu- 
ing warrants to the stockholders according to their holdings entitling them to 
purchase a certain number of shares at the announced price. The warrants are 
normally transferable. 

(b) The formula for ascertaining the theoretical value of a stock right is as 
follows: 

M—S 


n+] 


R= value of the right received with each share of stock. 
M= market value of stock just prior to issuance of rights. 
S= subscription price per share of new stock. 
n= number of rights needed for subscription to one new share. 
(c) Example: 
Stockholders of X Corporation receive rights permitting the purchase of one 
share at $100 for every 4 shares held. X stock is selling at $180. The value of 
each right may be found by the use of the formula above: 





_ $180—$100 
bd 

_ $80 

mi 3 

= $16 


For verification of this value, take the case of a stockholder with 4 shares. 
The value of his holding is 4X $180, or $720. If he exercises his right, and all 
rights are exercised, the capital of the corporation will have been increased by 
$100 for every 4 shares previously outstanding, and the number of shares will 
have been increased 25%. The market price of the stock should then theo- 
retically readjust itself as follows: 


For every 1 share previously valued at...................0005- $180 
There is an additional 4% share with an addition to capital of... . 25 
So we aow have 236 Cherie WH. ok coc ninciac cis inceeeeedeed $205 


Making the value of 1 share $205+1%, or $164. 

Thus the dilution by the issuance of rights has reduced the value of the stock 
by $16 ($180—$164). Therefore if our holder of 4 shares were to sell his rights 
he would expect to receive $16 each for them; by subscribing he would pay $100 
plus four rights (with a value of $64) and receive in return a share of stock 
worth $164 (equal to $100 +$64). 
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No. 9 (10 points): 

(a) The Interstate Holding Company owns capital stock of three subsidiary 
companies, A, B, and C, in proportions (to the total outstanding stock of each) 
of 95%, 90% and 60%, respectively. In preparing statements of the holding 
company for the guidance of its directors in deciding upon the declaration or 
— of dividends, what cognizance, if any, would you take of the following 

acts? 

1. That the book value of A Company’s stock is less than that at which it is 
carried by the holding company because of heavy losses incurred in the current 
year through inefficient management. 

2. The book value of B Company’s stock is substantially less than that at 
which it is carried by the holding company, as a direct result of the subsidiary’s 
having declared and paid dividends during the current year in excess of profits. 

3. That C Company’s stock, which is carried on the holding company’s books 
at an average cost in the open market of $84 a share, is quoted on the New York 
stock exchange at $10 at the balance-sheet date. Investigation shows that this 
shrinkage is directly attributable to two factors, (1) adverse conditions in the 
industry and (2) general financial conditions and other causes entirely unrelated 
to the business. 

(b) State briefly what your treatment of the foregoing factors would be in 
preparing a balance-sheet for the holding company. 


Answer: 

(a) The dividend policy of any company is principally governed by two fac- 
tors—the cash position (considering the possible future demands) and the 
available surplus. Accordingly, the facts presented with regard to each of the 
subsidiaries should be reflected in the following manner: 

1. The carrying value of A Company stock should be adjusted by a charge to 
surplus for the holding company’s share of A’s net loss after dividends since 
acquisition. If an improvement in the management of A Company may be 
expected to produce profits in the future, this factor must be borne in mind. 
On the other hand, if the inefficient management is to continue, further losses 
and drains on the holding company’s funds may be expected. 

2. The holding company has apparently credited dividends received from B 
Company during the year to surplus. The investment in B Company stock 
should be adjusted by a charge to surplus for the excess of dividends received 
over the holding company’s share of B’s profits. As these dividends represent a 
withdrawal of funds and not a transfer of earnings, it must be realized that this 
source of funds can not continue very long unless earnings materialize. 

3. The market value of C Company stock is itself of no importance, but the 
adverse conditions reflected thereby affect the earning prospects of C Company 
and consequently of the holding company. The carrying value of the 60% in- 
terest should be adjusted to reflect the holding company’s share of profits and 
losses since acquisition. 

(b) In the holding company balance-sheet, the accounts of A and B and 
probably C should be consolidated, thereby reflecting the underlying asset 
va ues of the separate investments and the true consolidated surplus. 

No. 10 (10 points): 

The X Company, which owns 90% respectively of the stocks of the Y and Z 
Companies, submits consolidated statements showing, among other things: 

Income of $9,000 dividend received from the Y Company, which actually 
earned $12,000 during the current year. 

Net liability to minority stockholders of Z Company $9,000, which is ex- 
plained to be the difference between the minority capital stock of $10,000 and a 
loss of $1,000 for the current year sustained by the Z Company. 
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If you find any error in either or both of the above items, state how it should 
be corrected. 
Answer: 

The dividend of $9,000 received from the Y Company should be eliminated in 
the consolidated statements, and the parent company’s share of the profits and 
losses of its subsidiaries should be taken up as follows: (It would appear from 
the wording of the problem that the total loss for the year of Z Company was 
$1,000.) 


In the income statement: 


Y Company (90% of $12,000 profit).................. $10,800 profit 
Z Company (90% of $ 1,000 loss).................... 900 loss 
On the books of X Company: 
Investment—Y Company................... $10,800 
Ns 6 5 dan snGus wakns cds dhbneweess ished 10,800 
DS a iS ccce creer sa eeeeias redness 900 
Investment—Z Company................. 900 


The minority interests in both Y and Z Companies should be shown at 10 per 
cent. of the capital stock and surplus accounts of both companies. In particu- 
lar, assuming that there is no surplus or deficit account in the case of Z Com- 
pany prior to the current year, and that the total deficit account of that com- 
pany is $1,000, the minority interest of 10 per cent. in Z Company would be 
shown in the balance-sheet as follows: 

Minority interest in Z Company: 


CEES noc henee¥cdsesteeesscbisesewxaenesedaeenaee $10,000 
ee EEE Er ee re er viene 100 
NII osc dca sd ols ace eal pa ecco a oe es $ 8 900 
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Institute Examination in Law 
By SPENCER GORDON 


The following answers to the questions set by the board of examiners of the 
American Institute of Accountants at the examinations of November, 1933, 
have been prepared at the request of THE JOURNAL OF ACCOUNTANCY. These 
answers have not been reviewed by the board of examiners and are in no way 
official. They represent merely the personal opinions of the author.—Editor, 
THE JOURNAL OF ACCOUNTANCY. 


EXAMINATION IN COMMERCIAL LAW 
November 17, 1933, 9 A.M. to 12:30 P.M. 


An answer which does not state reasons will be considered incomplete. When- 
ever practicable give answer first and then state reasons. 


Group I 
Answer all questions in this group. 
No. 1 (10 points): 

Beach drew a bill of exchange on Washburn as drawee and gave it to the 
payee for adequate consideration. The payee personally presented it to 
Washburn who immediately became enraged and tore up the bill. Against 
whom has the payee any right of action on the bill? 

Answer: 

The negotiable instruments act provides that where a drawee to whom a bill 
is delivered for acceptance destroys it, he will be deemed to have ac- 
cepted it. The tearing up of the bill would, therefore, constitute an acceptance 
by Washburn, and if Washburn did not thereafter pay the bill the payee would 
have a right of action against him as acceptor. The payee would also have a 
right of action against Beach as drawee, provided the payee gave the drawer due 
notice of dishonor or made due protest if a foreign bill. 

No. 2 (10 points): 

O’Rourke gave a mortgage on real estate to Kenyon. The mortgage note 
was not paid at maturity but interest was paid currently, and the mortgage 
continued in force as an open one without formal renewal. The property was 
conveyed several times until it reached Wulff. Wulff as owner made an agree- 
ment with Kenyon as mortgagee, personally assuming the mortgage debt, ex- 
tending the time for the payment of it and specifying that interest was to be 
paid on February 19th and on August 19th of each year. Wulff then con- 
veyed the property to Coleman, who paid the interest for several years, each 
payment being made from one to five days before it was due. The mortgagee 
upon foreclosure sought to hold Wulff for a deficiency. Wulff defended on the 
ground that the payment and acceptance of interest prior to its due date 
amounted in each instance to an extension of the mortgage without his consent 
and thereby relieved him as surety. Is his defense legally sound? 


Answer: 

As the question is drawn a definite answer can not be given. Probably the 
purpose of the question will be served by a discussion of the points of law 
involved. 

There are two questions involved. One is whether Wulff was in effect surety 
for Coleman so that an extension of the debt by arrangement between Coleman 
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and Kenyon without Wulff’s consent would discharge Wulff. The other is 
whether the acceptance by Kenyon of interest from Coleman before the semi- 
annual interest date extended the payment of principal until that date. If 
Wulff was in effect surety for Coleman and if the acts of Coleman and Kenyon 
amounted to an extension without Wulff’s consent the defense would be sound. 

Although there is a conflict among the authorities, probably Wulff was in 
effect a surety for Coleman to the extent of the value of the land at the date to 
which Wulff extended the mortgage. The reasoning leading to this conclu- 
sion is as follows. When Wulff conveyed to Coleman apparently (although 
it is not clear from the question) Coleman did not assume the mortgage. In 
such a case, as between Wulff and Coleman, Wulff had the right to require that 
the land be first exhausted in the payment of the debt. Wulff could protect this 
right by paying the debt and becoming subrogated, to the extent mentioned, to 
the right of Kenyon to proceed against the property for payment. The exten- 
sion agreement had the effect of interfering with Wulff’s right to protect himself 
in this manner beyond the original due date of the mortgage. This placed upon 
Wulff a new risk to which he had not consented. The value of the land might 
prove to be very much less at the end of the extended period than at the original 
maturity of the debt. However, the grantee stood in the quasi relationship of 
principal debtor only in respect to the land as the primary fund and to the 
extent of the value of the land. If that value was less than the mortgage debt, 
as to the balance he owed no duty or obligation whatever, and, as to that, Wulff 
stood to the end as he was at the beginning, the sole principal debtor. From 
any such balance he was not discharged but to the extent of the value of the land 
at the date to which Wulff extended the mortgage he was discharged. As the 
relative value of the land to the mortgage debt is not given in the question no 
definite answer can be given. 

There are decisions and there is even language of the supreme court of the 
United States which indicate that where the grantee has not assumed the mort- 
gage there is no relationship of principal and surety between grantee and grantor 
even to the extent indicated above. Such decisions, however, appear to be 
distinctly in the minority. 

Had Coleman assumed the mortgage the case would be a stronger one for the 
establishment of the relationship of principal and surety. 

It also can not be determined definitely from the question whether the acts of 
Coleman and Kenyon amounted to an extension. As the question is drawn 
there is nothing to indicate that the principal was overdue when the interest 
payments were accepted so that there is no indication that there was anything 
to extend. 

There are decisions indicating that where principal is overdue and interest 
is paid shortly prior to the semi-annual interest date the acceptance of such 
interest by the mortgagee amounts to an extension to such interest date of the 
obligation to pay the principal. Probably such acceptance would have 
amounted to an extension to the semi-annual interest date if the principal were 
overdue when the interest payments were accepted. 


No. 3 (10 points): 

Miller, a diamond cutter, gave a diamond on memorandum to Falk, the 
written memorandum expressly providing that title was to remain in Miller 
until Miller approved of a sale by Falk. Falk, representing that he was the 
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owner and without showing the written memorandum, sold the diamond to 
Porter for cash and then disappeared without accounting to Miller. Miller 
now sues Porter to recover possession of the diamond. For whom should 
judgment be rendered? 


Answer: 

In the absence of a local statute changing the common law Miller should 
recover judgment for possession of the diamond. Miller is the owner of the 
diamond. Falk had no right to make the sale since it had not been approved 
by Miller. Porter did not obtain any title or right of possession by such a 
sale. 


No. 4 (10 points): 

(a) How, in general, would you draw the line distinguishing interstate 
business from intrastate business? 

(b) Are citizens of each state entitled to the privileges and immunities of 
citizens in the several states? (State the authority for your answer.) 

(c) Is a corporation a citizen to which your answer to (b) applies? 


Answer: 

(a) In general, interstate business is business which involves commercial 
intercourse between states and all the component parts of such transactions; 
intrastate business is business which is initiated, transacted and concluded 
exclusively within a state. 

(b) Article 4, section 2, clause 1, of the constitution of the United States 
reads: “The citizens of each state shall be entitled to all privileges and im- 
munities of citizens in the several states.” 

(c) A corporation is not a citizen within the meaning of this section. 


No. 5 (10 points): 

A retail storekeeper contracted with a newspaper to publish an advertise- 
ment in which certain articles were listed at the price of $15 each. The news- 
paper negligently and erroneously printed the price or these articles as $5 each. 
The newspaper sued the storekeeper for the contract price of the advertisement. 
The storekeeper set up a counterclaim that he was obliged by law to sell the 
articles at $5 instead of at $15 and that he thereby incurred a heavy loss. 
Was his counterclaim a valid defense? 


Answer: 

This is not a valid defense. An advertisement is not an offer but is an invi- 
tation to the public to come and purchase. When the customers came in 
response to the advertisement, the storekeeper could have explained readily 
that it was a mistake. 

Group II 


Answer any five questions in this group. No credit will be given for additional 
answers, and if more are submitted only the first five will be considered. 


No. 6 (10 points): 

A promissory note, otherwise negotiable, contained a promise to pay the 
sum of $50,000 ‘‘in successive semi-annual payments of not less than one 
thousand dollars each, for a period of eight years from date, and the balance 
then due to be payable on demand thereafter, with interest on the principal 
unpaid at the rate of six per cent. per annum, payable semi-annually, together 
with all taxes assessed upon said sum against said payee or the holder of this 
note.” Explain whether or not the foregoing provision affected the nego- 


tiability of the note. 
” 
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Answer: 

In order to be negotiable, a promissory note must be to pay a sum certain 
in money, and it must be payable on demand or at or before a fixed or deter- 
minable future time. The fact that the taxes assessed against the payee or 
holder are to be paid in addition to the $50,000 has been held to render the note 
uncertain as to amount |and therefore to destroy its negotiability. The provi- 
sions as to the semi-annual payments do not make the note uncertain because 
all they amount to is a promise to pay $1,000 semi-annually for eight years 
and the balance on or before eight years. 


No. 7 (10 points): 

Defendant was the owner of a half interest in, and was director, vice-presi- 
dent and general manager of, a mutual casualty company, a corporation en- 
gaged in insuring owners of taxicabs against damages for personal injuries. As 
an inducement to plaintiff to purchase defendant’s interest in said corporation, 
defendant gave plaintiff a written statement of the corporation’s financial 
condition which showed a surplus of $112,201.34. In reliance upon said state- 
ment, plaintiff purchased defendant’s interest, and shortly thereafter an ex- 
amination by the state insurance department showed a deficit of $47,943.01 as 
of the date of the statement. The difference lay in the reserve for outstanding 
losses. The correct amount of that reserve could be determined only by 
examining some 6,000 pending suits and claims and placing on each a reason- 
able estimate of liability. No evidence was offered by defendant to show how 
he had determined the amount of the reserve as shown in his statement. On 
these facts, should defendant’s statement be held fraudulent? 


Answer: 

Yes, defendant’s statement should be held to be fraudulent. It is true that 
there was no showing of knowledge of the falsity or inaccuracy of the statement. 
However, in view of the defendant’s close association with the company it will 
be presumed that his general knowledge of its affairs was such that his furnish- 
ing plaintiff with such a misleading statement was fraudulent in the absence of 
any explanation from him. 

No. 8 (10 points): ; 

A document entitled “ Articles of agreement ’’, duly executed, stated that the 
parties to it agreed to execute a formal lease of certain specified real estate for 
a specified term of years at a specified rental. The document provided for “the 
usual and proper covenants’’ as to possession, surrender and delivery, war- 
ranty, re-entry and the like and recited that the lease was to contain “‘in brief, 
all of the usual and formal clauses to the mutual satisfaction of the parties.” 
Did the phrase ‘‘to the mutual satisfaction of the parties’’ make the document 
indefinite, a mere agreement to agree, and thus unenforceable as a contract? 


Answer: 

The agreement is enforceable. It contains the important terms of the lease 
to the extent that they are peculiar to that lease, and the other terms can 
readily be proved by usage and custom among real estate men in the commu- 
nity. The material parts of the contract thus having been agreed upon, the 
words ‘‘to the mutual satisfaction of the parties’’ do not make this agreement 
any less enforceable. In this case probably all these words meant was that the 
parties expected to agree as to the language. 

No. 9 (10 points): 
X leased a building from Y to be used as a jewelry store. Just prior to the 


expiration of the lease, Y contracted with Z to wreck the building. Z inspected 
the building prior to making his contract and in the contract he agreed to a 
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legally enforceable penalty for delay beyond a specified date. Upon the ex- 
piration of the lease, X vacated, but he abandoned a large safe which he had 
placed in the basement of the building. The lease contained no provision 
applicable to either the installation or the removal of the safe. Z discovered 
the abandonment of the safe after X had vacated and notified X that he would 
hold X responsible for the cost of removing and disposing of the safe (which had 
no sale or scrap value) and also for any penalty for delay necessarily caused by 
the work of removing the safe. Could Z recover from X on either of these 
claims? 

Answer: 

Z could not recover from X on either of the claims stated. Assuming that 
as between Y and X there was an implied obligation on the part of X to remove 
the safe (as to which there is doubt) such an obligation would not inure to the 
benefit of Z as he had no contractual relationship with X and the contractual 
obligation to remove (if it existed as between Y and X) was not incurred by X 
for the benefit of Z. In so far as Z is concerned there appears to have been no 
negligence on the part of X in leaving the safe in the building. 


No. 10 (10 points): 

A depositor in the Amalgamated Bank sued the bank to recover the amount 
paid by the bank upon the forged endorsement of the payee of a cheque drawn 
by the depositor. At the time the cheque was given to the payee, the latter 
gave the depositor a promissory note payable on demand for the amount of the 
cheque. The bank pleaded as a defense that the depositor had been negligent 
in not making a timely demand upon the payee of the cheque for the payment 
of the note. Is this a good defense? 

Answer: 

This is not a good defense. The bank breached its duty to the depositor 
when it paid the cheque on the forged endorsement. The depositor was under 
no obligation to the bank to collect the note and could have canceled the note 
if it saw fit to make a gift of the amount of the cheque to the payee. Negli- 
gence of a depositor to be available to the bank as a defense in such a case must 
have been the proximate cause of the payment of the cheque. 


No. 11 (10 points): 

Plaintiff owned 60% of the capital stock of the Monitor Baking Corporation 
in the city of X. Defendant, who was president and manager of that corpora- 
tion, owned 10% of its capital stock. Defendant told plaintiff that he in- 
tended to start a baking company of his own in a city over 500 miles away. 
Plaintiff thereupon contracted to buy defendant’s stock in the Monitor Baking 
Corporation, making a cash payment on account and giving a note for the 
balance. Immediately thereafter, defendant organized and became president 
of a new baking corporation in the city of X which was to compete directly 
with the Monitor company. Before maturity of the note and prior to the 
transfer of the stock, plaintiff sued in equity for rescission of the contract. 
Is plaintiff entitled to rescission? 


Answer: 

This question presents a point on which there is a conflict of authority. 
Probably plaintiff is entitled to a rescission. 

Ordinarily a statement of intention as to future action is not a misrepresen- 
tation of a fact and does not amount to fraud when the party making the state- 
ment subsequently changes his mind. However, some courts hold that a 
false affirmation of a state of mind is fraud. 

This appears to be a case for the application of this latter principle. The 
plaintiff apparently made the contract of purchase at the time the defendant 
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stated he intended to start a bakery over 500 miles away. The fair inference 
from defendant’s statement was that he did not intend to start a bakery in the 
city of X. But immediately thereafter he started a bakery in that city. It 
seems apparent that the intention of the defendant at the time of his statement 
to the plaintiff was to start a bakery in the city of X, that such statement was 
false and was made to induce the plaintiff to buy his stock. Asa result plain- 
tiff doubtless paid much more than the stock was worth. This was a mis- 
representation of a material fact. 

That a person making such a statement may subSequently in good faith 
change his intention is not an unsurmountable obstacle to establishing fraud. 
The plaintiff may have been willing to take a chance on the defendant’s chang- 
ing his intention subsequently in good faith but not have been willing to buy 
had he known defendant’s intention to be at that time to establish a competing 
baking company in the city of X. 

No. 12 (10 points): 

In August, 1932, the Blake Building Corporation sold a parcel of real estate 
at a profit or excess over cost. The purchaser paid part of the selling price in 
cash and gave a note secured by a purchase-money mortgage for the balance. 
The cash received was less than 40% of the selling price and the corporation 
used the instalment basis in its 1932 federal income-tax return. In Sesaaie, 
1933, the corporation was dissolved and all its assets including said note were 
distributed to its sole stockholder. 

(a) If at the time of dissolution the corporation was indebted to its sole 
stockholder for an amount equal to the amount of said note and the note was 
accepted by the stockholder in discharge of that debt, how should the corpora- 
tion account for the balance of the profit on the sale in its 1933 federal income- 


tax return? 
(b) Would your answer necessarily be the same as in (a) if said note were 
given to the stockholder as part of the liquidating dividend? 


Answer: 

(a) The corporation should report as income the difference between (1) the 
excess of the face value of the note over the amount of income which would be 
returnable if the note were satisfied in full and (2) the amount realized upon the 
disposition of the note. Assuming that the property cost $10,000, was sold 
for $20,000 of which $5,000 was received in cash and $15,000 by way of note, 
the difference between (2) $15,000 which is the amount of the debt satisfied and 
therefore the amount received for the note and (1) $7,500, is the amount the 
corporation should report as income in its 1933 return. 

(b) If the note were given to the stockholder as part of a liquidating divi- 
dend, the fair market value of the note at date of distribution would be con- 
sidered the amount realized by the corporation instead of the amount of in- 
debtedness to the stockholder which was satisfied by the note as in case (a). 
If the fair market value of the note at date of disposition is greater or less than 
its face value, the income returnable under (b) will be different from the 
income returnable under (a). 
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DEPRECIATION, a review of legal and accounting problems, by the STAFF 
OF THE PUBLIC SERVICE COMMISSION OF WISCONSIN. Public Service 
Commission of Wisconsin, 1933. Madison, Wisconsin. 1933. 


What is there in the subject of depreciation which renders every writer on 
the subject (myself included), incapable of avoiding confused statements and 
unsound reasoning? At sundry times and in various places attention has been 
called to some of these, and it would have been gratifying if this latest treatise, 
prepared by a most highly competent body of experts, had avoided the pitfalls 
of their predecessors. 

The authors define Depreciation, as ‘the consumption of investment in 
property”’ (p. 4) and this consumption of property (or more correctly of the 
value of the property) is said to be an expense, or even a loss (p. 14 et saepe). 
Accounting for depreciation therefore shows two facts or two aspects of one 
phenomenon: (1) that part of the original value of the machine has disappeared, 
and (2) that consequently there has been an expense, an offset against 
earnings. This the authors fully recognize and frequently state. How then 
can they speak of “the loss to be recovered by depreciation charges’? A 
charge recognizes and records a loss; it never can recover it. If the recovery of 
a loss is ever possible, which is somewhat doubtful, it is only by earnings suffi- 
cient to cover the loss. 

Perhaps even more mystifying is the statement regarding the credit side of 
the entry: “If the reserve is less than necessary for preserving the investment 
owing to insufficient earnings it might be increased gradually by an enhance- 
ment of the annual depreciation allowance until . . . the reserve is sufficient”’ 
(p. 160). 

What the authors mean is uncertain. What this says is that if earnings are 
insufficient to cover the expense, and thus preserve the investment, the defi- 
ciency can be remedied by showing a still further diminution of the value of the 
asset. It is similar to saying that if cash has been depleted by payment of ex- 
penses, and receipts have not been sufficient to bring the cash balance back toa 
safe figure, the remedy is to make an additional credit in the cash account, in- 
dicating a still further depletion of cash. Is it not an accepted statement that a 
credit to the reserve for depreciation (why do they still use “ reserve’’ instead of 
“allowance”’ in the title?) is in fact the same as a credit to the asset account? 

Again one reads that where depreciation amounting to $900 has been charged 
as an expense and credited to “reserve for depreciation,’’ the utility would have 
on hand the sum of $900 (p. 23). This is a flagrant non sequitur. One might 
as well say that, because fuel is consumed or cash is paid, and expense is charged, 
therefore the utility has an equivalent on hand. All that these credit entries 
show is that the fuel and cash are no longer on hand. Whether something else 
is on hand, replacing these, is an entirely separate question. Perhaps it is as- 
sumed that the rates allowed a public utility will be high enough to reimburse 
allexpenses. But this isa false assumption. One need only look at the recent 
income accounts of railroads and other public utilities to see that despite the 
allowing of liberal rates, earnings have not fully reimbursed for wages paid or for 
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depreciation of plant. The Wisconsin railroad commission knows this per- 
fectly well. Why then put forth so careless a statement? 

The authors decry the “absurdity” of saying that the expense of heating a 
boiler is measured by the present value, not by original cost, of the fuel con- 
sumed. This is a debatable question. There are certainly many respectable 
accountants, headed by Professor Schmidt of Frankfort, who vehemently argue 
that it is precisely the present value of the fuel that measures the expense. 
And while I have not sworn allegiance to that school of thought, I can recognize 
that it deserves at least careful consideration and should not be rejected by the 
cavalier method of calling it “absurd.’’ Put the case that a ten-dollar bill is 
paid for some expense. That particular bill might have been inherited or found 
or stolen or procured in exchange for ten silver dollars. Would the Wisconsin 
commission assert that only in the last-named case is the expense to be stated at 
ten dollars, but in all the other cases the expense is to be reckoned as zero, for 
that represents the cost of obtaining the bill in question? Surely the present 
value of the bill parted with determines the amount of expense involved. Is it, 
then, inherently “absurd” to hold that, if coal actually worth $5.00 a ton is con- 
sumed in manufacturing, the expense involved is measured by the value con- 
sumed, rather than by an antecedent cost? 

Nor is the phrase “ providing for depreciation” (pp. 147 and 38) felicitous. 
Depreciation is a lamentable fact—it means that something has been consumed, 
perhaps by wear and tear. One may provide for a future expenditure, as one 
puts cash into a Christmas fund, to provide for the purchase of presents. But 
one does not provide for the wear and tear due to the gnawing tooth of time. 
It comes of itself. 

The statement: ‘the payment of common [why not ‘preferred’ as well?] 
dividends at the expense of adequate depreciation”’ is somewhat worse than 
meaningless as an expression relating to accounting. One may spend his 
wages for whiskey “at the expense”"’ of shoes for his children. The more whis- 
key the less shoes. But paying dividends certainly does not lessen deprecia- 
tion. Depreciation it is to be remembered is “the consumption of property,” 
and what have dividends to do with that? 

A final criticism is of the statement that the reason “why” depreciation is 
booked is that unless this is done, the investors will be “left with no useful 
property.”’ This in itself need not be a serious hardship. If the investment 
has been returned to them, from year to year, they are in the position of for- 
tunate investors in a mine, who have been reimbursed through dividends. 
But that isa minor criticism. The objection is that the authors do not give the 
correct reason why depreciation must be reckoned. 

Coal has been consumed, cash has been diminished because of payroll, and 
the accountant must show (1) the diminution of the asset value and (2) the con- 
sequent expense. In the case of depreciation, part of the service value of the 
machine has been consumed. The accountant likewise must show this and the 
correlated expense—the former by crediting reserve for depreciation, the latter 
by debiting an expense account called “depreciation.” The accountant shows 
these not to replace, not to reimburse, not because he amiably desires that the 
investor shall have something on hand (perhaps he will not) but simply because 
a significant business event has occurred, which, by the ethics of his profession, 
he is bound to record with as high a degree of accuracy as is possible. 
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It is fair to recall that the work is written by those intimately associated with 
the regulation of rates by public utilities. To such, depreciation may seem to 
have a function different from that which it has in competitive industry. But 
the difference is superficial. 

So much for fault finding. The criticisms made are in regard to matters of 
theory and the expression of general principles. From the practical viewpoint 
the work is admirable. The summary of legal doctrines, the discussion of 
methods of estimating and allocating depreciation are indeed valuable. Espe- 
cially commendable is the denial of the opinion implied in many statements by 
engineers that so long as a car runs smoothly it has not depreciated. For this, 
thanks. 

HENRY RAND HATFIELD 


FUNDAMENTALS OF ACCOUNTING, by Harry H. Wave. John Wiley 
& Sons, Inc., New York. 281 pages. 1934. 


I have read Fundamentals of Accounting with care. It is well written, the 
ideas contained in it are clearly expressed; it is well printed and well bound; yet 
it leaves one cold. 

The author says that ‘‘the purpose of this text is to acquaint students with 
terminology and with basic principles,’’ the material having been developed 
through his teaching. In other words, the book is a handbook to accompany 
his lectures. For this purpose it is well adapted. While the basic principles 
are set forth clearly, the work is from its very nature elementary; no new ideas 
are advanced and the contents are similar to those contained in many of the 
similar works now offered, which may be of use to students but are of little 
value to the practising accountant. 

While there is no fault to be found with the principles laid down, some of the 
definitions given are drawn with a boldness and a brevity which perhaps rob 
them of some value, and some important elementary ideas receive little 
recognition. 

For example: the reader may gather the impression that a balance-sheet is a 
statement as definite in character as is an “‘account rendered.’"’ The fact that 
it is almost invariably—in part, at least—an expression of opinion is not men- 
tioned. Consequently, there is no suggestion that the value of a balance-sheet 
depends upon the ability of him who draws it and on the soundness of his 
opinions. 

Again, of the several balance-sheets shown there is nothing on their face to 
indicate the basis on which the inventories are valued. 

The author states that ‘‘ recently the practice of accounting has become a pro- 
fession.” Opinions may differ as to what is meant by “‘recently’’; but I fancy 
that some of our old Scots accountants would wriggle in their graves if they 
heard such a statement; and while recognition is recent in this country, 
accountancy has been recognized as an honorable calling in London for 
over a century, while its literature runs back for three or four times as 
long. 

In the matter of terminology there appears to be a disregard of the present 
usage among leading members of the profession; as is indicated in the title, for 
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the word ‘‘accountancy”’ is, I believe, generally preferred to “accounting.” 
It is doubtful if accountants will accept the author’s suggestion to substitute 
“‘estimate of uncollectible accounts’’ for the generally used term “‘reserve for 
bad debts’’; nor do I think that ‘‘estimated liability for federal income tax”’ 
and for state and local taxes will be accepted. As a matter of fact, when a 
balance-sheet is prepared, these amounts are usually definitely determinable 
and are not “‘estimates.”’ 

Depreciation is defined as “‘ the difference between the cost of a fixed asset and 
any salvage value which it may have at the end of its useful service life’’— 
which strikes me as being not incorrect, but not complete. It is unnecessary 
to give other examples of phraseology which most accountants would criticize 
adversely. 

In general the book strengthens the fear which crops up from time to time in 
the course of one’s reading, that there is a real and present danger arising from 
the fact that two languages are being applied to accountancy: that of the 
practitioner and that of the preacher, and it seems to me that every effort 
should be made to bring these two into closer communion. No one is more 
alive to the deficiencies of Accounting Terminology than myself; but I do feel 
that it is the nearest approach we have had to obtaining uniform terminology, 
and I think that it is worthy of consideration before new and comparatively 
unknown terms are suggested for use. 

This book also causes another fear to thrust up its ugly head; and that is 
that all of us in this country, both preachers and practitioners of accountancy, 
are inclined to write too much. I say this knowing that I am among the guilty; 
but have we not too many books on generalities and perhaps too few on specific 
branches? Sometimes I have thought it would be well if we would practice in 
authorship something analogous to birth control. It might result in a reduc- 
tion of the number of books, but I think it might also increase the value of 
those which did appear. 

WALTER MucKLOw 


CORPORATION FINANCIAL STATEMENTS, by Mortimer B. DaNIELs. 
University of Michigan, Ann Arbor. 131 pages. 1934. 


Another instructive book in the ‘“‘ Michigan business studies’’ was published 
in January, 1934, by the bureau of business research of the university of Mich- 
igan, entitled Corporation Financial Statements. The author, Mortimer B. 
Daniels, is assistant professor of accounting. He says in his introductory note 
that Professor W. A. Paton, who is well-known to the readers of THE JOURNAL, 
gave him aid and advice. It is stated that the primary aim of the study is to 
present a brief critical survey of financial statement practice. This book 
comes at a time when the subject has the attention of the financial world and 
of the public accountants. The study is based upon a detailed examination of 
the published annual reports of 294 corporations, the catalogue of which is 
included in an appendix. A summary and 19 conclusions are given on the 
first four pages of the book. ‘‘ Published reports constitute the only means 
available to investors to judge for themselves the success of the enterprise in 
which they have made investments,’’ Professor Daniels says. He clearly pre- 
sents the information necessary in such reports. 
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After reading the conclusions in the first part of the book, I feel sure the 
reader will continue to the end. The first chapter is an explanation of the 
underlying structure of financial statements, followed by chapters on clarity, 
adequacy and accuracy in financial statements. A discussion of valuation 
principles, comprising valuation of plant, goodwill, investments, liabilities 
and proprietorship, is then given. 

The chapter on “ valuation of liabilities’’ deals with bonds sold at a premium 
or discount and the expenses incident to the issue. I heartily support the 
statement that ‘practice could be improved by a considered endeavor to 
separate bond discount and bond expense in the accounts and on the balance- 
sheet.’” To combine them is improper, and further, ‘‘bond discount is invari- 
ably treated as an asset on the ground that it represents prepaid interest. 
However, there can be no prepaid interest.’’ I doubt, though, if the account- 
ants will change the prevailing method of stating unamortized bond discount 
in the balance-sheet as a deferred charge. The author shows that “in every 
one of 96 appearances, bond discount is listed as an asset, usually under the 
title ‘bond discount and expense’.’’ This method, while undoubtedly an 
expediency, seems to bear the authority of long usage. 

The chapter on ‘“‘income and the income sheet”’ is instructive. The author 
says that “practice could be improved if depreciation were always included 
in operating expenses,’ and that “‘ parenthetic expressions are simple devices” 
to disclose the amount. The author seems to favor the practice, which is 
becoming more popular, of including the surplus reconcilement as a part of the 
year’s income account. 

I believe it important for independent auditors to consider Professor Daniels’ 
comments about hesitating or refusing ‘‘to show in the income sheet items 
which the board of directors has duly ‘resolved’ should be charged (or cred- 
ited) to surplus."’ The author properly seems to disapprove of such hesitancy 
‘evident in published reports certified to by independent auditors.” 

In view of recent discussions by accountants, the chapter on treasury 
stock, treasury bonds and reserves is interesting and educational. Account- 
ants should consider the conclusion that ‘‘treasury stock and treasury bonds 
are often incorrectly listed as assets on the balance-sheet. They are not 
assets, but reductions of proprietorship and liabilities, respectively.” 

The last two chapters are on the general considerations and specific problems 
of consolidated statements. Consolidated financial statements are called 
“‘synthetic statements” of no legal corporation, and it is said that ‘‘reports 
to stockholders should contain not only the usual consolidated financial state- 
ments but the legal statements of the parent company as well.’’ I wish public 
accountants would insist upon that. ‘‘The importance of the legal financial 
statements of holding companies has been lost sight of in the United 
States.” 

Abandonment of the technical form of financial statement and the use of 
the descriptive form seems to be favored, as ‘“‘it seems to be admirably suited 
to the needs of an annual report to stockholders.”’ 

I know, as all accountants do, that the preparation of corporation financial 
statements is an intensely practical task. On it depends the basis of confidence 
in the public accountants’ signature thereto, and I likewise know that such 
confidence can only be sustained by showing the public that the accountant 
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is trustworthy and competent. Otherwise the court of public opinion will 
turn from us. 

Corporation Financial Statements is not a text-book. It is too deep for the 
understanding of students, but I believe it should be used as a base for the 
preparation of lectures for accountancy courses. I recommend it particularly 
to public accountants and hope that corporation accounting officers will also 
read it. 

WILL-A. CLADER 
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[The questions and answers which appear in this section of THE JOURNAL OF 
ACCOUNTANCY have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by practising accountants and are published here for general in- 
formation. The executive committee of the American Institute of Account- 
ants, in authorizing the publication of this matter, distinctly disclaims any 
responsibility for the views expressed. The answers given by those who reply 
are purely personal opinions. They are not in any sense an expression of the 
Institute nor of any committee of the Institute, but they are of value because 
they indicate the opinions held by competent members of the profession. The 
fact that many differences of opinion are expressed indicates the personal nature 
of the answers. The questions and answers selected for publication are those 
believed to be of general interest. —EbirTor.] 


ACCRUAL OF CAPITAL-STOCK TAX 


Question: The following problem was raised by one of our clients as to the 
proper accrual of the capital-stock tax. This capital-stock tax as far as the 
law is concerned appears to be definitely stated as imposed for the year ended 
June 30, 1933, and is payable on filing the report shortly thereafter, which 
appears to settle the question of accrual. 

Our client, however, raises the point that this is at variance with common- 
sense and that accounting practice should be in accord with common-sense as 
well as technicalities. He points out that under this theory a company which 
started business on May 31, 1933, would charge an entire year’s tax in one 
month and that any company with the calendar year as a fiscal year will have 
to charge this year’s profits or surplus with tax for eighteen months. 

He points out further that this tax is specifically imposed to meet the interest 
charges incurred by the federal government next year rather than this year. 

While we feel there is a great deal of logic to our client’s opinion, it seems 
rather hard to get away from the technicalities of the case. 

Answer: We would first point out the difference between yearly accruals and 
monthly accruals. The purpose of the first is to bring into each year the charges 
appertaining to that year; the second to distribute a year’s charges equally to 
each month of that year. Naturally such charges differ in amount from year 
to year but from month to month in any particular year may be equalized. 

We find no warrant in common-sense or in accounting practice for neglecting 
to accrue a liability when it is definitely determined, regardless of whether it 
be more or less than a similar liability in some other year. This does not pre- 
vent charging profit-and-loss with the correct amount for the fiscal year. 
Any portion that applies prior may with propriety be charged to surplus and 
any portion that applies subsequently may properly be held up as a prepaid 


expense. 
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BANK REQUIREMENTS IN GRANTING LOANS 


Question: 

1. Do banks require any special procedure for verification when a balance- 
sheet is issued? 

2. Do they lend on general credit of company without any additional 
protection? 

3. What type of certificate do the banks require? 

4. What is the nature of certificate when various types of audits are made? 

Answer: In reply to the first question I would say that when a bank receives 
an audit report it expects that all figures contained in the audit have been 
verified, dependent, however, on the auditor’s certificate, which should ac- 
company every balance-sheet. The procedure of verification is, however, not 
important. 

The second question can be answered in the affirmative. Banks extend 
credit to commercial companies on the basis of their financial standing and 
their experience, without collateral. Of course, in the extension of credit a 
signed note of the borrower is lodged with the lending bank as an evidence of 
indebtedness. When clean credit is extended there is no additional protection. 

In reply to your third question I would say that the banks try to obtain as 
complete a certificate as possible, and where there are exceptions in the certifi- 
cate the bank may ask for additional information or if necessary ask for an 
audit by an accountant favorably known to the bank. 

The fourth question is partly answered above and in brief would say that the 
certificate should cover the particular type of audit that is made. In other 
words, the certificate tells the bank the extent of the audit. 


INTEREST ON BONDS PURCHASED THROUGH SINKING FUND 


Question: A corporation, which is obligated to deposit periodically with the 
trustee of the sinking fund for a bond issue a stipulated amount, has followed 
the practice of treating as part of the cost of the bonds the accrued interest paid 
to the trustee of the sinking-fund when buying bonds. That is, on the books of 
the corporation, when the trustee reports the purchase, the corporation credits 
the trustee for the sinking-fund with the total amount paid for the bonds, in- 
cluding accrued interest, and credits or charges, respectively, its surplus ac- 
count with the amount by which such purchase cost is less or more than the par 
value of the bonds bought and canceled. 

In our opinion the accrued interest paid on the bonds so purchased and re- 
tired should be charged against the account which is periodically credited for 
interest accruing on the outstanding bonds, and only the amount paid to the 
sinking-fund trustee or the bonds themselves (exclusive of accrued interest) 
should be compared with the par value to determine the difference between the 
retirement cost and par value of such bonds. 

What is the proper procedure to be followed among corporations having 
bonds outstanding and making periodical payments to the sinking-fund 
trustee for retirement of such bonds through purchase in the market? 

Answer: This question can best be answered by means of a simple illus- 
tration. Let us assume that a corporation met its obligation with respect to 
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sinking-fund by paying $10,000 into the hands of the trustee. Thereupon the 
trustee purchased ten bonds at 90, with accrued interest of $150, a total of 
$9,150. The bonds were then canceled. It is explained in the query that 
entries which are made on the books of the corporation charge the trustee with 
the sinking-fund deposit, credit the trustee with the cost of the bonds plus 
accrued interest and credit surplus with the difference between the face 
value of the bonds and the amount paid for the bonds, including accrued 
interest. 

The credit to surplus in the case cited above would be $850. It would appear 
that the transaction has not been completely recorded on the books at this 
point, inasmuch as the accrued interest on the bonds is still in the accrued-in- 
terest account, and a further entry charging accrued interest with $150 and 
crediting surplus with the same amount would be necessary. If this entry were 
made, surplus would have been credited with $1,000, representing the difference 
between the face amount of the bonds and the cost of the bonds excluding 
accrued interest. 

The only principle involved, as we see it in this case, is that the income of the 
corporation should be charged with the full amount of interest on bonds out- 
standing, including the bonds which are purchased by the trustee up to the date 
of such purchase. 

The entries outlined above, while recording the transaction, do not record it 
in the best manner. The entry should be as follows: 


NES ee ee NET REE Me pe eee ee $10,000 

Se I 6 ona ccs wncdenrnnneeaeannone 150 
NR asia Swain nant ealiks cceteacn aeled $9,150 
NIN ali S aageiashare win BIR E acacempecdae oes 1,000 
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